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OUR COVER 


There are nine Internal Revenue Service regions in the United 
States: Atlanta, Boston, Chicago, Cincinnati, Dallas, New York City, 
Omaha, Philadelphia and San Francisco. Each is headed by a regional 
commissioner. This office executes the broad nation-wide policies and 
programs for the administration of the internal revenue laws. Also, its 
mission is to carry out appellate and alcohol and tobacco tax programs 
at the regional level, and to direct and co-ordinate the functions and 
activities of the district offices within the region. 


In each region, there is a regional counsel, who operates under 
the Chief Counsel for the Internal Revenue Service. The regional counsel 
serves as the principal legal advisor to the regional commissioner and 
directs a staff of attorneys engaged in furnishing legal advice and 
performing legal services connected with the appellate, enforcement, 
civil advisory, and alcohol and tobacco tax programs. The regional 
counsel, with the concurrence of the regional commissioner, settles tax 
cases docketed in the Tax Court of the United States and represents 
the Commissioner in the trial of such cases before the Tax Court. 


On our cover, we show the nine regions, and list the name of the 
regional commissioner and, below each, the name of the regional 
counsel for that region. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 
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IN THIS ISSUE 


Settling Tax Court cases. In the May issue we had an article 
by R. P. Hertzog, Assistant Chief Counsel (Litigation) of the Internal 
Revenue Service, which told of the issuance of Delegation Order 
No. 60. This order had to do with the authority of the Chief Counsel’s 
representatives in the field to make final settlements in docketed 
cases before the Tax Court. Now, at page 473, Andrew Kopperud, 
who not so long ago was a trial attorney in a regional counsel's office, 
explains the appellate functions of the regional offices of the Internal 
Revenue Service. Since Mr. Kopperud is now a practicing attorney 
in San Francisco, we have an outline of the procedures of the appellate 
functions of this important regional office viewed from both sides of the 
fence. 

Here is a little quiz. If you don’t know the answers, then read 
the article. (1) What are memorandum opinions? (2) What is the 
time lapse between the submission of a case to the Tax Court and the 
issuance of its opinion? (3) Are Tax Court opinions ever reviewed 
in conference by all the judges? (4) What are “actions on decisions” ? 
(5) What .s a limitation on the Commissioner's right to appeal? 
(6) Has the taxpayer any discretion in selecting a place for trial? 
(7) What are nondocketed cases? (8) When is a case accepted for 
defense? (9) What is the policy regarding defects in the petition? 

Mr. Kopperud is with the San Francisco law firm of Cooley, 
Crowley, Gaither, Godward, Castro & Huddleson. 


Acquiring a corporate business. A check list of things to do and 
things to be avoided is a handy thing to have about, even if “it paints 
with a broad brush.” With most tax men, advising a client through 
the acquisition of a corporate business is not an everyday affair. 
Whether such acquisition is taxable or nontaxable, the attorney can 
refresh his mind by reference te a check list and, at least, dispose of 
more general situations before applying himself to the peculiarities of 
his client’s proposed transaction. James R. Rowen’s article considers 
the tax rules which affect some of the preliminary and basic decisions, 
such as whether the assets or stock should be acquired, the method 
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of operating an acquired business and the method of financing the 
transaction. The check list begins at page 479. 

Mr. Rowen, a New York attorney with the firm of Shearman & 
Sterling & Wright, is not unfamiliar to our readers. He'll be remem- 
bered for his earlier articles on income from timber properties, and 
his discussions of oil and gas interests and some of the problems of 
the nonresident alien. 


Dealers’ reserves. The problem of when amounts credited to the 
reserve accounts of dealers in automobiles, trailers, construction 
equipment, farm equipment and other similar property by the financing 
institution with which they do business should be taken into income 
is at the moment a highly disputed issue. The Commissioner of 
Internal Revenue and the Tax Court hold that the dealer must take 
credits to his reserve accounts into income in the year these credits 
are entered on the books of the financing institution. All the United 
States Circuit Courts of Appeal and District Courts which have had 
occasion to pass upon the question have held that these amounts need 
not be taken into income by the dealer until they become available 
to him in accordance with his agreement with the financing institu 
tion. Despite its unimpressive litigation record, the government has 
given little indication of abandoning its position. The outcome of 
this conflict is, of course, of very substantial importance to practically 
all dealers in property which is sold on contracts handled through 
financing institutions. 

The article by Woolvin Patten and Brockman Adams, which 
appears at page 485, undertakes to determine whether logic and 


authority predominate on the side of the Commissioner and the Tax 


Court or on the side of the United States Court of Appeals. 


Both Mr. Patten and Mr. Adams are attorneys with the firm of 
Little, LeSourd, Palmer, Scott & Slemmons, in Seattle, Washington. 


Valuation for estate tax purposes. About the only rule of cer- 
tainty that can be enunciated in this area is that fair market value 
depends upon the circumstances in each case. A rule like this is almost 
as good as no rule at all, but none can be devised that would be 
generally applicable to the multitude of different valuation issues 
arising in estate and gift tax situations. There are eight factors which 
help to determine the fair market value of a closely held corporation. 
They are (1) the nature and history of the business; (2) the economic 
outlook in general and the outlook for the specific industry in par- 
ticular; (3) book value of the stock; (4) earning capacity of the 
company; (5) dividend-paying capacity; (6) good will; (7) sales of 
the stock and the size of the block to be valued; and (8) market 
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price of stocks of corporations in same or similar lines of business 
Eight signposts have been set up by the Internal Revenue Service 
and it is these which Peter F. Mancina discusses in his article 
that begins at page 491. As the reader can see, each of these eight 
points offers a great deal of room for argument. Take good will 
alone. It is a result of about 14 other factors. Add to this the fact 
that through inflation the value of the dollar is decreasing. One can 
appreciate that the valuation of a going concern is a tax problem 
about which an attorney or accountant cannot know too much. 


Mr. Mancina is a certified public accountant in Sacramento, 
California. He spoke recently on this subject before the First Annual 
Sacramento Estate Planning Forum. He was, for a number of years, 
with Arthur Andersen & Company and spent considerable time in 
various European countries auditing subsidiaries of American com- 
panies. It was during this experience that he became interested in 
the real business problem of replacement of fixed assets under infla 
tionary conditions. This problem is directly related to that of inter- 
preting the earnings of a company which is, in turn, related to the 
problem of estate valuation of a going concern. 


Should the Tax Court be a real court? This question has been 
argued pro and con perennially in this as well as other magazines ; and 
for all that, the situation is much the same as is described by the old 
Indian who said: “Much wind, much dust, no rain.” Michael Kaminsky’s 
article is not, strictly speaking, argument for giving full judicial 
stature to the Tax Court, but he states: “In theory, the Tax Court 
is coequal to the district courts in matters of tax litigation. In practice, 
however, it is not.” As many of you know, the Tax Court gets its 
rules of evidence by the back door, being subject to the rules of the 
United States District Court of the District of Columbia, which is, 
in turn, subject to the Federal Rules of Civil Procedure. 

The author discusses a pretrial “discovery” procedure, its advan 
tages in coming to the merits of the issue and the dissatisfaction of 
many attorneys with the government’s pleadings in the Tax Court. 
He cites the Licavoli decision, 58-1 ustc § 9281, which was affirmed 
recently by the Sixth Circuit, and the now famous Tax Court “Memo 
randum to Accompany Order.” He compares Rule 26 and Rule 43 and 
makes a case for the adoption of discovery procedure in the interests 
of settling the merits of a tax controversy. 


Mr. Kaminsky, of the firm of Worthman & Kaminsky, is an attorney 
in New York City. His article begins at page 498. 


Real estate investment companies. In our February issue, Albert 
H. Monacelli’s article (page 99) discussed legislation tending to 
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broaden the market for state and local bonds and reduce the interest 
rates which the issuers of these bonds are required to pay for essential 
financing. The article beginning at page 502 is sort of a companion 
piece, dealing with the principle of exemption of investment income 
from tax. 


A distinction has been drawn in the law in favor of the securities 
investment medium, or in favor of dividends and interest as against 
rents. The exemption of regulated investment companies has been in 
the law since 1936. In 1956, two bills were introduced which would 
have placed real estate investment trusts on the same tax footing. 
These bills had a rather hectic life. One was vetoed because it became 
entangled in tax theory, while the other one died aborning. Laurence 
M. Channing’s article describes the tax life of the real estate invest 
ment company, analyzing applicable tax theories, explaining the pur 
poses of the proposed legislation and concluding that “Treating capital 
equally in whichever way it flows in the surge in the economic tide 
towards its ‘highest and best use’ at any given time is the key to its 
most profitable employment, and its most profitable employment in 
the end and in the over-all necessarily leads to the optimum taxable 


income.” 


Mr. Channing is an attorney in Boston, Massachusetts. 


The farm incorporated. Traditionally a farm was a sole proprie- 


torship where all members of a family had a particular job to do, 
depending on age, sex and experience. The farm was looked upon as 
not so much a business as a way of tife. Modernity has drenched 
our farm life lands like a welcome spring rain, and farming now 
has become business—in some cases, big business. Faced with this 
economic fact, farmers must face up to a big question: What is the 
best method of business organization for the farm? W. Joseph Shoe 
maker's article, which begins at page 515, discusses the corporate 
form of doing business as applied specifically to farming operations. 
Before deciding to incorporate, these questions must be answered: 
(1) What do the parties want to achieve? Do they want to perpetuate 
their farming business or do they want it to cease upon their deaths? 
Hlow interested are they at this time in estate planning? Do they have 
any qualms as to tort liability, if they even realize that there is such 
a thing? (2) Can these ends be better achieved or accomplished 
by forms of organization other than the corporation? What advantages 
do these other types of organization have over a corporation, and 
vice versa? (3) Are there features of the farm corporate unit that are 
worth while even at a cost? 

Mr. Shoemaker is an attorney in Denver, Colorado, with the firm 
of Holland & Hart. His article first appeared in the Rocky Mountain 


Law Review. 
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Proposed code of administrative procedure. The article beginning 
at page 525 serves a warning to tax men about a proposal for a federal 
code of administrative procedure. The author does not deny the need 
for improvements in procedures before regulatory agencies such as 
the Securities and Exchange Commission and the Federal Trade Com 
mission; but, being a thorough tax man himself, he questions whether 
the drafters have given thorough consideration to the effect some 
provisions might have upon established procedures with which tax 
men are familiar. The purpose of tax law is quite different from the 
purpose of a law regulating business. The article tells you why, 
and what tax procedures would be affected. 


Robert N. Miller is a senior partner of Miller and Chevalier 
in Washington, D. C. In 1919 and 1920 he held the office of Solicitor 
of Internal Revenue in Washington. He is active in the Council of 
the American Law Institute and in the Section of Taxation of the 
American Bar Association. 


TAX-WISE NEWS 


Each month this department comments on decisions and rulings selected 
from interpretations of the law by the various federal courts, by the 
Tax Court of the United States and by the Internal Revenue Service. 


\ OW WE HAVE SOME RULES about the 
proceeds of life insurance being subject to the claim of the 
federal government for unpaid tax. We had a good article 
discussing the Stern and Bess cases. See “How Transferee Lia 
bility Affects Life Insurance Proceeds” in the June issue. The 
Supreme Court holds that if under state law the proceeds of life 
insurance policies are exempted from creditors’ claims, and if 
the decedent was solvent when he paid the premiums, the pro 
ceeds cannot be subjected to a transferee liability in the hands 
of the widow for any tax that was owing by the insured-husband 
at the time he died. The same rule will apply to the cash sur- 
render value of the policy at the time of death, but here’s an 
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exception: If the cash surrender value of the policy became 
subject to a lien in favor of the government before the insured 
died, then the cash surrender value is subject to the government's 
claim regardless of whether the state law would exempt the 
proceeds. In the Stern decision, the Kentucky law was involved 
and the decedent was solvent at all times until his death. In the 
Bess case, the New Jersey law was involved, but here there had 
been an assessment and a demand for a tax before the insured 
died. In this decision, the Supreme Court held that the cash 
surrender value, which was transferred at death, was subject to 
a lien in favor of the government.—Commissioner v. Stern, 58-2 
ustc 9594; and U. S. v. Bess, 58-2 ustc J 9595. There are inter 


esting dissenting opinions in these cases. 


Ir YOU BELONG to the Civil Air Patrol, 
certain of your expenses are deductible as contributions—those 
expenses which are directly attributable (and this does not 
include depreciation) to the use of personally owned automobiles, 
aircraft, communication systems, telescopes and other equipment 
used in connection with one’s gratuitous service for the Civil 


\ir Patrol.—Rev. Rul. 58-279. 


An AWARD paid by a labor union to a 


member after 25 vears of service with a particular company is 


taxable to the member. The union does not withhold tax, how- 


ever.—Rev. Rul. 58-277. 


. 

W HERE A RETAILER sells his installment 
sales contract to a bank, he becomes liable for the retailer’s 
excise tax based on the entire balance due on the installments. 
If the account must go to a collection agency, the tax must 
be paid on the gross amount collected by the agency.—Rev. 
Rul. 58-283 


‘“ 

| ) EDUCTIONS ARE a matter of legislative 

grace. . . and do not turn upon equitable considerations.” 
That's a nice way of saying that they are disallowed. The Sandia 
Corporation at Albuquerque offered to pay the moving expenses 
of two engineers, providing they would remain in Sandia’s 
employment for at least six months. Neither of these engineers 
reported the reimbursement of their relocation expenses, and 
the Commissioner determined deficiencies against them. The 
engineers went into the District Court of New Mexico and won 
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their case (57-2 usre { 9706, 9767). The district court held that 
the money repaid to the employees did not constitute income 
that no gain or profit was realized by the engineers by virtue of 
this reimbursement. So the case went to the United States Court 
of Appeals for the Tenth Circuit and was reversed. The Tenth 
Circuit held that the payment was in the nature of a cash bonus 
as an inducement to accept employment.—U. S. v. Sherrill O. 
W oodall, 58-2 ustc § 9547. 


ae 

E. pGar ALLAN POE or Robert Louis 
Stevenson would enjoy reading this petition filed before the Tax 
Court. A widower found $41,000 in a jar buried in his back yard 
He told the Commissioner. The Commissioner takes the position 
that the money represents an accumulation over the years of 
income which his dead wife concealed and failed to report. 
Under the doctrine of reconstruction of taxable income, deficien 
cies are proposed amounting to over $24,000, plus 50 per cent 
fraud penalties. Earl Stanley Gardner might call this “The Case 
of the Talkative Widower.” 


A ccRUALS that do not accrue—a manufac 
turer of bread-wrapping machines agreed with buyers to install 
the machines purchased. He set up a reserve for installation 
costs, estimating the cost of installation at $300 per machine. 
The Commissioner disallowed a deduction for installation ex 
penses on machines not installed at the end of the taxable year 
The law says that under the accrual method, a deduction may 
be taken when all events have occurred which establish the 
existence of a definite liability on the part of the taxpayer, and 
which fix the amount of such liability. But where the obligation 
is one for the performance of work or services, no deduction 
for an accrued liability will be allowed in advance of performance. 
The accrual method does not permit the anticipation of future 
expenses prior to the rendition of the services for which the 
payment is due.—The National Bread Wrapping Machine Company, 
CCH Dec. 23,037, 30 TC —, No. 52. 


L EGAL EXPENSES incurred in the unsuc 
cessful defense of a criminal prosecution are not deductible. No 


part of them is deductible if the defendant is not convicted on 
all the counts on which he was tried, for instance, half of the 
expenses are not deductible if the defendant is convicted on one 
of two counts.—International Trading Company, Inc., CCH Dee. 
23,018(M), 17 TCM 521. 
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What Every Tax Man 
Should Know 
About 


THE 
APPELLATE 


FUNCTION 


of the 
Regional Offices 
of the Chief Counsel 


By ANDREW KOPPERUD 


July, 1958 


Vol. 36, No. 7 


wlll IN 


A great deal of the work of the Chief Counsel's Office of the Service 

is carried on by the offices of the nine regional counsel. 

The ‘‘appellate’’ work of these offices is divided into categories 

in this article—nondocketed cases, pleadings, settlement, trial, 

opinion and postopinion—and discussed by the author with a view to clarifying, 
for the practitioner, procedure and practice as they are regularly carried on. 


b eners FOLLOWING is based upon the 
writer’s experience as a trial attorney in 
a regional counsel’s office and will provide 
taxpayers and their representatives with an 
outline of the practical operation of the 
“appellate” functions of that office. 

The Office of the Chief Counsel,’ Internal 
Revenue Service, provides legal advice and 


services for the Commissioner of Internal 
Revenue and his many offices. The bulk of 
the work of the Chief Counsel’s Office is 
decentralized* and handled by nine field 
offices,” each of which is under the super- 
vision of a regional counsel. 

The legal work in each regional counsel’s 
office is divided generally into four different 





a The Chief “Counsel of the Internal Revenue 


Service is in charge of one of the legal units 
under the General Counsel of the United States 
Treasury Department. 

2 The Washington office of the Chief Counsel 
determines policy questions, reviews certain 


Appellate Function 


work of the field offices, performs legal services 


in regard to certain rulings and provides a staff 
organization for the field offices. 

* Atlanta, Boston, Chicago, Cincinnati, Dallas, 
New York, Omaha, Philadelphia and San Fran- 
cisco. 
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Mr. Kopperud is associated 

with the firm of Cooley, Crowley, 
Gaither, Godward, Castro 

& Huddleson, San Francisco. 


categories,* one of which is commonly re- 
ferred to as “appellate.” “Appellate” work 
consists mainly of handling Tax Court cases 
and may be classified as follows: 


Nondocketed cases 


One of the functions of appellate work in 
a regional counsel’s office is a consideration 
of matters commonly classified as non- 
docketed® cases. This includes opinions on 
legal questions submitted by the offices of 
the regional commissioners, opinions on 
legal questions submitted by the offices of 
the district directors, and review of the 
following matters: 


(1) “pre-90 day” cases in which proposed 
statutory notices* are to be issued through 
the appellate division of the regional com- 
missioner’s office; * 


(2) proposed statutory notices to be is- 
sued through a district director’s office; * 


(3) the elimination of ad valorem, fraud 
or negligence penalties in proposed settle- 
ments by the appellate division of the re- 
gional commissioner’s office in nondocketed 
cases; ”* 

(4) joint committee cases involving re- 
funds in excess of $100,000 and overassessment 


*(1) Appellate: This is the litigation portion. 


of the work and includes concurrence in the 
settlement of cases docketed in the Tax Court of 
the United States and preparation, trial and 
closing of contested federal income, excess 
profits, estate and gift tax cases in the Tax 
Court. (2) Civil advisory: This is the collection 
phase of the legal services and is concerned with 
the preparation of (a) memoranda to internal 
revenue officers supplying advice; (b) letters 
to the Chief Counsel's Office seeking or supply- 
ing information; (c) briefs for use by the 
Department of Justice in the trial of cases; and 
(d) the preparation of legal documents such 
as escrow agreements and deferred payment 
plans involving assessment and collection of 
taxes. (3) Enforcement: This involves the con- 
sideration and review of cases involving possible 
criminal violations of the internal revenue laws 
and forwarding, to the Department of Justice, 
cases in which criminal prosecution is recom- 
mended. (4) Alcohol and tobacco taxes: This 
part of the office prepares memoranda, opin- 
ions and letters on legal matters concerned 
with the alcohol and tobacco taxes. 

5 *‘Nondocketed"’ refers to handling a matter 
in which a petition has not been filed in the 
Tax Court. 

® “Notice of deficiency,"’ 
“statutory notice’’ are 
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“90-day letter’’ and 
synonymous and de- 
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cases involving abatements of assessments 


in excess of $100,000.” 


The review of proposed statutory notices 
is the most significant nondocketed func- 
tion of the regional counsel's office. The 
regional counsel’s office is first presented 
with a potential Tax Court case when the 
proposed statutory notice is reviewed. The 
nature and extent of this review varies a 
great deal between offices and between at- 
torneys. Some attorneys make a perfunctory 
review to see that the explanatory para- 
graphs in the proposed statutory notice 
cover the adjustments. On the other hand, 
there are attorneys who review proposed 
statutory notices on the premise that they 
may be called upon to defend the matter 
in the Tax Court, and, therefore, they re- 
view the evidence, the law, prior proposals 
for settlement if any, and the explanatory 
paragraphs. 

It is not unusual for an attorney in a 
regional counsel’s office to change the ex- 
planatory paragraphs. The explanatory para- 
graphs are important because they determine 
the area or matters upon which the peti- 
tioner will have the burden of proof.” The 
appellate division of the regional commis- 
sioner’s office and the offices of the district 
directors will follow suggestions of the 
regional counsel’s office in regard to the 
wording of explanatory paragraphs. 


The explanatory paragraphs in the statu- 
tory notice should inform the taxpayer of 
the nature of and the basis for the adjust- 
ments which create the deficiency. There 


scribe the determination of the Commissioner 
from which appeal must be taken to the Tax 
Court within 90 days or the proposed additional 
liability will be assessed. 

™The ‘appellate division’’ is under an ‘‘as- 
sistant regional commissioner (appellate)’’ and 
provides the Commissioner's last administrative 
review of contested matters. 

SIf a protest is not filed by a taxpayer, the 
district director's office will prepare and mail 
the statutory notice; there is less review of a 
case when the statutory notice is mailed by the 
district director's office than when it is con- 
sidered and issued by the appellate division 
of the regional commissioner's office. 

® These situations arise where the case is 
being settled before issuance of a statutory 
notice and, therefore, no petition has been 
docketed in the Tax Court. 

” Most joint committee and overassessment 
cases involve the carry-back of operating losses 
and raise only routine audit problems. 

"The petitioner generally has the burden 
of proof in the Tax Court and frequently many 
years elapse between the events involved in 
a tax controversy and the trial of the tax 
case. However, taxpayer's counsel seldom take 
advantage of the fact that the Tax Court will 
take jurisdiction of petitions to perpetuate testi- 
mony. 
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is a tendency for the attorney to draft as 
broad an explanatory paragraph as is pos- 
sible in order to place upon the potential 
petitioner the burden of proof as to all 
pertinent facts under every possible legal 
theory. Petitioners’ counsel infrequently take 
exception to these blanket paragraphs and 
seldom file motions to require a more specific 
and particular statement of the adjustments 
made by the statutory notice, or file peti- 
tions which make an issue of the adequacy 
definiteness of the explanatory para- 
graphs.” Counsel for petitioners could save 
themselves a great deal of time, and pos- 
sibly obtain a more favorable result, if they 
would object to broad explanatory 
paragraphs and require a specific statement 
of the basis for and scope of the Commis- 
sioner’s adjustments, 


and 


these 


If as a result of the review of a proposed 
statutory notice, the attorney in the regional 
counsel's office does not agree to an adjust- 
ment, he may return the file to the appellate 
division of the regional commissioner’s office 
with a memorandum indicating that the 
unagreed adjustment should be taken out of 
the statutory notice. This is sometimes 
done.” The appellate division of the regional 
commissioner’s office generally frowns upon 
this Moreover, the appellate 
division will, if it so desires, fail to follow 
such a memorandum from the regional 
counsel’s office and mail the statutory notice, 
adjustment. ‘The 
offices of the district directors tend to follow 


pre vcedur S. 


including the unagreed 
such memorandum from the regional coun 
sel's office, but they will sometimes mail a stat 
utory notice including an unagreed adjustment 


The appellate division feels that it is free 


to accept or reject suggestions of the re 
gional counsel's office as to the propriety of 


making a given adjustment. In operation, 


of course, such divergent views are usually 


resolved by a conference of personnel in- 


Licavoli, 58-1 ust 


12 See Commissioner v. 
§ 9281 (CA-6). 
In a civil fraud case, the regional counsel's 


office will probably return without approval 
any proposed statutory notice where the orig- 
inal return or returns are not in the file, unless 
there is some clear opportunity to have the 
returns placed in the record through secondary 
evidence. 

“The six-year period of limitations on col- 
lections is not suspended during the pendency of 
a Tax Court case where there has been a jeo- 
pardy asssessment of the tax. 

%In a case where the respondent has the 
burden of proof, the Tax Court will be receptive 
to the respondent's argument that the trial 
should be held in the city closest to the wit- 
nesses and documentary evidence. 


Appellate Function 


volved and some type of mutual agreement 
on a course of action. 

After a statutory notice has been issued, 
the regional counsel may accept or reject 
any subsequent suggestion of the appellate 
division in regard to raising an affirmative 
Aiter the regional office 
reviews a nondocketed case, the file is 


; : 
issue. counsel’s 


cl sed 


Pleadings 


The regional will again 
receive a case when a petition is filed in the 
Tax Court. In a substantial number of in- 
stances where statutory notices have been 
mailed, petitions are not filed in the Tax 
Court because the taxpayer decides to pay 
the tax and sue for a refund in the district 
court or the Court of Claims or to concede 
the matter. 


Assignment of case and designation of 
place of trial—lWUpon service by the Tax 
Court upon the Chief Counsel of a petition 
Tax Court i 


counsel's office 


case," the 
assigned to the field office which issued the 
statutory notice. Usually the case will be 
assigned to the attorney who reviewed the 
statutory notice 


initiating a case iS 


The petitioner may request a place of trial 
other than the city from which the statutory 
notice was mailed. Rule 26 of the Rules of 
Practice of the Tax Court states that the 
court will designate the place of trial with 
as little inconvenience and expense to tax- 
payers as is practicable. Therefore, the tax- 
payer has a broad discretion in selecting a 
place of trial of his choice.” 


Filing of the “answer.”—\V hile the official 
policy of the Chief Counsel's Office is that 
answers should be carefully prepared and 
set forth and define the issues,” the general 
practice of the regional counsel’s office is 
generally to deny all facts other than those 
considered favorable to the Commissioner 

% An exception is made in statutory notices 
in cases where criminal prosecution is pending 
or being considered. In this type of case the 
statutory notice will attempt to withhold the 
sources of income, details of evidence and other 
particulars, to the extent considered necessary 
in order to avoid prejudice to the potential 
or pending criminal case Where criminal 
prosecution is under consideration or is pend- 
ing. proposed statutory notices are closely ex- 
amined in an attempt to develop specific 
adjustment items which may be pleaded in 
the answer without detriment to the criminal 
case. By setting up such specific adjustments 
in net-worth and bank-deposit cases, it is often 
possible to prepare an answer which will be 
adequate at the motion stage and not disclose 
the net-worth or bank-deposit schedules and 
computations. 
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or required to be admitted in order to be 
consistent with the statutory notice. Coun- 
sel for petitioners are well advised to re- 
quire an answer which defines and narrows 
the issues. The Commissioner has won 
cases on theories or facts developed at the 
time the case was being prepared for trial. 


The regional counsel's office is frequently 
not in possession of sufficient facts, at the 
time the answer is prepared, to admit many 
facts which would be stipulated if the case 
were tried. For example, at this point in the 
procedure the files will probably not con 
tain an official statement of the taxes paid 
by the taxpayer. Therefore, any allegations 
in the petition as to the payment of tax will 
be denied. However, prior to trial, the gov- 
ernment attorney will obtain a transcript of 
the payments and will stipulate those facts. 


The government has occasionally been 
successful in filing an answer adequate to 
obtain a judgment on the pleadings.” 


The government does not file many mo- 
tions questioning the adequacy of petitions 
Generally, the respondent’s counsel will in- 
formally request counsel for petitioner to 
cure any defect in the petition before the 
Commissioner will consider filing a motion 
in regard to such defect. The Commis- 
sioner’s attorney will also write a letter to 
counsel for petitioner suggesting that he file 
a reply before the respondent will file a 
motion pursuant to Rule 18 of the Tax 
Court’s Rules of Practice. A Rule 18 mo- 
tion requests, in the absence of a reply, ad- 
mission of the affirmative allegations of the 
answer. 

Filing of protests—Where a protest was 
filed by the taxpayer, the appellate division 
of the regional commissioner’s office has 
considered the merits of the case, and the 
regional counsel's reviewed the 
statutory notice. In such a case, unless there 
has been a new issue raised by the petition 
or there has been a change in the pertinent 
law as the result of a new decision or ruling, 
the case will be “accepted for defense” when 
the answer is prepared; in this event, the 
transmitted to the appellate 


office has 


case is not 
division. 
If a 

8 
payer,’ 


protest was not filed by the tax- 


the regional counsel’s office, upon 


7 John E. Bloom, CCH Dec. 21,600(M), 15 
TCM 210 (1956). 

18 See footnote 8 

“Tf criminal prosecution is involved in the 
case, it is not referred to the appellate division. 

* The appellate division and the regional 
counsel's office will, on request of the peti- 
tioner’s counsel, consider the settlement of a 
case at any time. 
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preparing an answer to the petition, will 
transmit the case to the appellate division 
for its consideration.” The regional counsel's 
office will also send a case to the appellate 
division where the petition raises a new 
matter, where there has been some change 
in the pertinent law, or where the regional 
counsel’s office did not approve the statu- 
tory notice. 

The acceptance of a case for defense does 
make a difference because the regional coun- 
sel’s office, before accepting a case for de 
should be in agreement with the 
appellate division that any offer of settle 
ment previously submitted by the petitioner 
is not acceptable as to any of the issues. 

The regional counsel's office can, but 
seldom does, qualify or limit the acceptance 
of a case for defense or refuse to accept a 
case for defense 


fe nse, 


Settlement 

As a rule, a docketed case which is at 
will be dormant for many months.” 
Some six to eight months before a case will 
appear on a hearing calendar of the Tax 
Court, the Tax Court sends a Form 30 to 
the parties requesting certain information 
(1) the possibility of the case being settled; 
(2) if a stipulation of facts has been pre- 
pared; (3) whether the case \. Il be ready 
for trial; and (4) the estimated trial time. 


issue 


In most cases, after a case is on a hearing 
calendar, there will be a conierence in an 


attempt to settle the case. Such a confer 
ence will include counsel for the petitioner, 
the technical adviser representing the appel 
late division of the regional commissioner's 
office, and the attorney assigned the case in 
the regional counsel’s office. A majority ot 
the docketed cases are settled after a case 
is on a hearing calendar and before the date 
of the Tax Court calendar 


For the past 20 years, the settlement of 
docketed cases has been the joint determi 
nation of the regional counsel's office and 
the appellate division. However, in practice, 
cases were tried where the regional coun- 
sel’s office would have accepted a tendered 
offer, but the appellate division refused such 
offer." Cases were seldom tried where the 
appellate division would accept a tendered 


The differences between the two offices 
were usually settled by conference and agree- 
ment of the personnel involved. It is probably 
true that the regional counsel's office was 
generally more willing to settle cases than the 
appellate division. 
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offer 
fused 


but the regional counsel’s othce re 
such offer. There was an internal 
procedure whereby if the regional counsel’s 
office and the appellate division were not in 
accord on the settlement of a case, it could 
be referred to Washington for joint con- 
sideration and decision of the Commissioner 
and the Chief Counsel. This procedure was 
practically never used even though the dis- 
agreements in the field were common. The 
people in the regional offices naturally felt 
that they must live with their counterpart 
and, also, that they were not performing 
their function if they needed to refer cases 
to Washington. 


Effective May 1, 1958, there have 
material changes in the settlement procedure. 


been 
22 


Referral of disagreements to Washington. 
—In the event of a settlement disagreement 
in the field, the case is now referred to the 
Chief Counsel in Washington for his final 
decision. Heretofore, a case was referred 
to Washington for the joint decision of the 
Commissioner and the Chief Counsel. It is 
probable that few cases will actually be 
referred to Washington but the fact that a 
final decision would be made solely by the 
Chief Counsel, the regional counsel’s super- 
visor, and not by joint determination with 
the Commissioner, the supervisor of the 
assistant regional commissioner (appellate), 
will make a difference. The regional coun- 
sel’s office will be in a more strategic posi- 
tion than under the old procedure. 


New settlement jurisdiction.—The regional 
counsel's office has sole settlement authority 
of cases on and after the opening day of 
the session of the Tax Court on which they 
are calendared, unless the case is continued 
generally. Prior to the calendar call or 
after a general continuance, settlement will 
be the joint responsibility of the regional 
counsel and appellate division. 


In order to understand the changes which 
will result from the new settlement 
cedure, it is necessary to consider the back- 
ground of the personnel in the appellate 
division and the regional counsel’s office. 
Technical advisers of the appellate division 
have worked their way up within the In- 
ternal Revenue Service and most of them 
have spent many years as examining agents. 
Most of them have never participated in, 
and some have never seen, a trial in the 
Tax Court. They tend to discount the testi- 
mony petitioners will give even where there 


pro- 


2 Commissioner Delegation : ‘Order ; “No. %: 60 
(Chief Counsel's Order 1958-5), issued April 
17, 1958 


Appellate Function 


is no available contrary or conflicting evi 
dence.” Moreover, the appellate division’s 
function is to review the facts presented to 
it and it is unusual for the appellate division 
to develop facts not previously in the Serv- 
ice’s files, other than those presented to it 
by counsel for petitioner; where some of the 
facts are not known, the appellate division 
tends to assume that they are not favorable 
to the petitioner. The technical advisers are 
experienced and skilled in tax matters and 
they work their cases thoroughly; they will 
frequently raise new issues or theories which 
the examining agent did not find. On the 
other hand, many of the attorneys in the 
regional counsel’s office are not career em- 
ployees. All of the attorneys are interested 
in their cases in terms of the probable re- 
sult that will be obtained if they are litigated; 
they cannot minimize the petitioner’s testi- 
mony; they must assume that petitioner’s 
counsel will develop all facts necessary to 
present at least a prima-facie case; and they 
know that they must be able to answer the 
searching questions of the court. 


It is reasonable to assume that the new 
settlement procedure will result in the dis- 
position of additional cases. Moreover, when 
an attorney is responsible for the trial of a 
case, he should have authority to settle the 
case or portions of it. For example, in trying 
a case involving many issues it frequently 
becomes advisable to certain 
sues or points. Under the old procedure, it 
was generally felt that this could not be 
done without prior agreement of the appel- 
late division. 


concede is- 


However, it should be noted that the ap- 
pellate division and regional counsel's office 
are in agreement on the acceptance or re- 
jection of the vast majority of settlement 
offers. The two offices will still attempt to 
reconcile their differences and agree on each 
action in regard to a settlement. 


Only experience will determine the work- 
ability of the shift in settlement jurisdiction 
on the day of the calendar call. Counsel for 
the petitioner, in order to obtain a proper 
result, will need to exhaust settlement pos- 
sibilities with the technical adviser and the 
Commissioner's attorney prior to the first 
day of the session. The change in settle- 
ment jurisdiction would seem to be effective 
only if the Commissioner’s attorney believes 
the petitioner’s offer of settlement is satis- 
factory or if the offer is increased after the 
calendar call. However, there should be a 





It is not unusual for a technical adviser to 
disregard the facts as stated by the petitioner 
on the expressed basis that they are ‘‘self- 
serving."’ 
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material change within the Service in that 
the attorney’s analysis of a case should be 
given more weight because he can, with the 
approval of his supervisors, settle it. 


The foregoing settlement procedure re- 
sults in the disposition of some 75 per cent 
of the cases docketed in the Tax Court.” 
The regional counsel’s office would be woe- 
fully unable to cope with its work load if 
there was not this constant settlement of 
the vast majority of cases docketed in the 
Tax Court. 


The Department of Justice handles all 
tax litigation not in the Tax Court of the 
United States. In cases in the United States 
District Court, Court of Claims, United 
States Court of Appeals and Supreme Court, 
the Attorney General has the final and 
exclusive authority to settle a case. More- 
over, he also has final and exclusive author- 
ity with respect to any cases related to a 
case under his jurisdiction. When a case is 
pending in the district court, Court of Claims 
or Supreme Court and a related case is 
pending in the Tax Court, the Attorney 
General has the final authority for settle- 
ment of the Tax Court case, as well as his 
own case. Similarly, he has like authority 
over related cases which are not docketed. 
The Chief Counsel gives his views to the 
Department of Justice in such cases, but 
the Department of Justice can and does 
follow its own opinion. 


Trial 


The Tax Court divides its fiscal year for 
sessions of the court into three terms: (1) 
a fall term of 13 weeks starting the last 
Monday in September; (2) a winter term 
of 13 weeks starting the first Monday after 
January 1; and (3) a spring term of 13 
weeks starting the first Monday of April. 
To the extent that it is feasible, the Tax 
Court mails its trial calendars three months 
prior to the session of the court. 





The Tax Court, at the beginning of each 
calendar, calls each of the cases appearing 
on that calendar and assigns trial dates to 
those cases which are going to be tried.” 
Such trial dates are subject to change, 
depending upon the correct estimate of trial 
time and last-minute settlements. 

The Tax Court looks with favor upon 
consolidating cases and this is frequently 
done even where (1) the parties have ad- 
verse interests, such as where both the 
divorced spouses claim a dependent as an 
exemption, and (2) the petitioners have 
similar but different interests and oppose 
the consolidation.” 

The Tax Court likes to have the peti- 
tioner’s counsel and the respondent’s coun- 
sel make short opening statements setting 
forth the issues before the court. 

The stipulation of facts is then submitted 
to the court. The government attorney will 
usually stipulate all facts which he can 
justify as being uncontroverted. The prac- 
tice in the Tax Court of stipulating facts, 
including such things as book entries which 
often would be time consuming to present 
in evidence, has, in effect, provided an in- 
formal pretrial practice and has substan- 
tially shortened the time it takes to try 
cases in the Tax Court. By the time a 
stipulation of facts has been completed, both 
sides are generally aware of all pertinent 
facts in the case and know the theory or 
theories of their adversary. Generally, the 
stipulation of facts will incorporate as ex- 
hibits the documents pertinent to the litigation. 


The petitioner’s counsel, in the usual case 
where the petitioner has the burden of 
proof,” will then proceed to place in the 
record whatever evidence he deems pertinent. 

The Tax Court is probably somewhat 
more informal than the average district 
court, but the Tax Court judges will rule 
on objections to evidence. There is a ten- 


(Continued on page 514) 





*It is the policy of the Service to secure a 
Stipulation of the full deficiency in Tax Court 
cases where an offer to compromise is filed. 
Unless the taxpayer is agreeable to the imme- 
diate filing of a stipulation in the Tax Court, 
the stipulation will be held in escrow, in the 
possession of the regional counsel, pending 
disposition of the offer in compromise. If the 
stipulation is held in escrow, it is filed with the 
Tax Court when the offer is accepted, but is 
returned to the taxpayer when the offer is re- 
jected, unless an amended offer is filed. The 
reason for the Service's policy requiring the 
stipulation of the full deficiency is that many 
offers require payment of a percentage of 
future income for a period of time, so that the 
total amount to be paid under the offer cannot 
be known at the time the stipulation is filed. 
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* The Commissioner does not attempt to se 


lect cases for trial on the basis of favorable 
facts or type of issue; the cases tried are gen- 
erally those where the Commissioner did not 
believe he was tendered an offer of settlement 
adequately reflecting the merits of his case 

* Paul E. Watson and other cases, Dkt. No 
55521. 

77In a case where the years are barred by 
the statute of limitations unless there is fraud 
the respondent not only has the burden of proof 
as to the fraud, but also should initially proceed 
to place his case in the record. The respondent 
has the burden of proof in transferee cases and 
on any matter raised subsequent to issuance of 
the statutory notice 
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ACQUIRING 
CORPORATE 


By JAMES R. ROWEN 


BUSINESSES 


The decision by a corporation to acquire another corporate business 
is, of course, affected by many considerations other than 


the federal tax consequences. 


In this article the author discusses general 


tax rules that deal with the way in which one corporate business 


acquires another, whether it is a taxable or nontaxable acquisition. 


ET US SUPPOSE that a corporation, 
4 which we call the acquiring corpora- 
tion, acquire the business of 
another corporation, which we call the M 
Both corporations are United 
owned by 


wants to 


corporation 
States corporations; they are 
different stockholders and the 
corporation owns no stock in the M corpo 


acquiring 


ration; it is not the principal purpose of the 
acquiring corporation to secure a tax benefit 
from the acquisition 

In planning the acquisition, the acquiring 
corporation must decide whether to acquire 
M’s assets and operate M’s business itself, 
or acquire M’s stock and operate M’s busi- 
ness through M as a subsidiary. It also 
must decide whether to issue its stock as 
consideration for the acquisition, or make 
payment in cash or bonds 


Acquiring Corporations 


The purpose of this paper is to summa- 
rize the tax rules that apply to corporate 
acquisitions and that affect these decisions. 
We shall paint with a broad brush, and 
only consider the common problems; the 
intent is to present a brief rough summary 
of the principal tax considerations. We shall 
stress the Treasury’s interpretation of the 
law, for taxpayers ordinarily want to avoid 
controversy with the Treasury 
classified for tax 
purposes as “taxable” or “nontaxable.” Gen- 
erally speaking, M’s stockholders will real- 
ize gain or loss in a “taxable” acquisition, 
whereas ordinarily will not realize 
gain or loss in a “nontaxable” acquisition 
The acquiring corporation and its stock- 
holders ordinarily do not realize income in 
either a “nontaxable” or “taxable” acquisi- 
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they 





The author is an associate 
in the New York law firm 
of Shearman & Sterling & Wright. 


tion, but the classification of the transaction 
has other tax consequences to the acquiring 
corporation. 


NONTAXABLE ACQUISITIONS 


An acquisition is “nontaxable” if, and 
only if, the acquiring corporation acquires 
M’s stock or assets in a “reorganization” 
as that term is defined in Section 368 of 
the Internal Revenue Code. Two different 
types of asset acquisitions and one type of 
stock acquisition qualify as a “reorganiza- 
tion” under the Section 368 definition. 


Nontaxable Asset Acquisitions 


The acquiring corporation may acquire 
M’s assets in a nontaxable acquisition 
through a statutory merger or consolida 
tion, or through a “practical merger.” 


Statutory merger or consolidation—A 
statutory merger under the statutes of the 
United States or of any state, ordinarily 
is a “reorganization” under Code Section 
368(a)(1)(A). In such a merger, the ac- 
quiring corporation may acquire M’s assets 
in exchange for shares of the acquiring 
corporation’s own stock (voting or non- 
voting, common or preferred), or for such 
stock together with bonds or cash. How- 
ever, a statutory merger will not be a 
“reorganization” if bonds or cash are the 
sole consideration given to the M_ stock- 
holders,’ and the Treasury position is that 
bonds and cash may not be the principal 
consideration. 


The Treasury distinguishes a “consolida- 
tion” from a “merger” by the fact that in a 
consolidation the “acquiring corporation” 
and M merge into and become a new corpo- 
ration, and the stockholders of the “acquir- 
ing corporation” receive stock in the new 
corporation, whereas in a statutory merger, 
the acquiring corporation is the surviving 
corporation and its stockholders do not 
receive any new stock. However, the tax 
consequences of statutory mergers and con- 
solidations are essentially the same, and 
for convenience we shall only refer to the 
statutory merger. 
merger is 
acquisition in 


An acquisition by statutory 
the only type of tax-free 


which the consideration given by the ac 
quiring company may consist principally 
of nonvoting stock, or in which the con- 
sideration may consist of any substantial 
amount of bonds or cash. However, some- 
times a statutory merger is impossible or 
impractical to accomplish, for the state 
statutes may not authorize a_ statutory 
merger, or the merger statute may impose 
burdensome requirements with respect to 
stockholders’ meetings and approvals, ap- 
praisal rights or other matters. 


Practical merger.—If a statutory merger 
is impossible or impractical, the acquiring 
corporation may be able to acquire M’s 
business in a nontaxable “practical merger.” 
In a practical merger M would merely 
transfer its assets to the acquiring corpo- 
ration in exchange for stock of the acquir 
ing corporation; M would then dissolve and 
distribute such stock of the acquiring cor- 
poration to M’s stockholders in complete 
liquidation. An acquisition by practical 
merger is a “reorganization” under Code 
Section 368(a)(1)(C) if the acquiring cor 
poration acquires substantially all of M’s 
properties solely in exchange for voting 
stock of the acquiring corporation. 


If the acquiring corporation acquires 90 
per cent of the net value of M’s properties, 
the Treasury ordinarily will consider that 
the ‘substantially all” requirement is satisfied 

The voting stock consideration given by 
the acquiring corporation can be preferred 
stock as well as common stock, and it can 
be treasury stock 
stock. Moreover, there are three exceptions 
to the rule that voting stock must be the 
sole consideration given by the acquiring 
corporation: (1) The acquiring corporation 
may assume M’s liabilities. (2) The acquir- 
ing corporation may pay some cash, if such 
cash, together with the amount of M’s 
liabilities that the acquiring corporation 
assumes and the value of M’s properties that 
the acquiring corporation does not acquire, 
does not exceed 20 per cent of the value 
of M’s properties. (3) If the acquiring 
corporation is a subsidiary of another cor 


as well as newly issued 


poration it may give the voting stock of 
its parent corporation as sole consideration 
for the acquisition. 

A practical merger ordinarily is easier 
to consummate than a statutory merger 
It is necessary to have a meeting and vote 
of the stockholders of both companies to 


consummate a statutory merger, but it often 





1See Southwest Natural Gas Company, 51-1 
ustc J 9340, 189 F. (2d) 332 (CCA-5) 
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is possible to consummate a practical merger 
without a meeting or vote of the stock 
holders of the company. In a 
practical merger 


acquiring 
the acquiring corporation 
need not assume all of M’s lia 
bilities and obligations, whereas in a statu- 
merger it 
fixed, contingent 
and all of 


ordinarily 


tory 
M’s 


ties, 


necessarily assumes all of 
and unknown liabili 
M’s obligations under col- 
lective bargaining contracts, loan agreements, 
deferred contracts and other 
other hand, if M has 


contracts or other rights 


compensation 
contracts On the 
valuable 
that by 
acquiring 


franchises, 
their terms are not assignable, the 
may 
them by operation of law in a statu- 
merger, whereas it could 
them in a practical merger 
without obtaining consents of third parties 


corporation be able to ac 
quire 
tory yrdinarily 


not acquire 


Tax consequences of statutory or practi- 
cal merger.—Neither the acquiring corpo 
ration nor M_ will i 
merger of 


realize income in a 
in the usual practical 
statutory and in the 
acquiring corpo 
that it ac 
their 


Statutory 

merger. Ina merge! 

usual practical merger, the 
n’s tax basis in the 


rom M 


assets 
will be the same as 


holders will not realize gain or 

xchange of their M stock for 
he acquiring corporation. If an 
cash o1 bonds 
taxable gain will 
thereot If M 
surplus and the dis 
bonds is made sub 
rata to M’s stockholders, the 
ordinarily would = tax gain 
as ordinary income, on the theory that such 
distribution of 


M stockholder 
in addition to stock, his 
be limited to the 


receives any 


amount 
accumulated 
tribution of 


has an 
cash or 
stantially pro 
[Treasury such 
cash or bonds has the same 
However, if 
M’s stockholders receive just cash 


effect as a taxable dividend. 
some ot 
or bonds from the acquiring corporation, 
such stockholders will realize capital gain 
difference between 


stock 
that 


or loss measured by the 
basis in the M 
of the 


their and the value 


cash or bonds they receive 

? Rev. Rul. 56-220, 1956-1 CB 191. It is assumed 
that the amount of the cash and bonds dis- 
tributed to the M stockholders is less than M's 
accumulated earnings and profits 

Sec. 382(b) 

‘In one case this was the Treasury's position, 
notwithstanding that the acquisition and subse- 
quent were part of a prearranged plan 
(Transport Products Corporation, CCH De 
21,535, 25 TC 853, aff'd, 57-1 ustc 9 9279, 239 F 
(2d) 859 (CA-6, 1956)) But the law in such 
situations is not completely settled 

5 Sec. 368(a)(2)(C). Also see Rev. Rul 
I. R. B. 1958-1, p. 14 

*Under the statutory language, M might 
transfer the business that the acquiring corpora- 


sale 


58-93, 


Acquiring Corporations 


If the M corporation has a net operating 
loss carry-over from previous years, the 
acquiring corporation will want to offset 
this against its own future in- 
come If in the statutory or practical 
M’s stockholders receive 20 per 
more of the value of the stock of 
the acquiring corporation, the acquiring 
will be entitled to the benefit 
whole carry-over. If the M 
iiders receive less than a 20 per cent 
equit’’ in the acquiring corporation, the 
amout of the carry-over that the 
acqu!!ing corporation may use will be re- 
duced by 5 per cent for each 1 per cent 
that the equity that M’s stockholders re- 
ceive is below 20 per cent.* 


Carry-over 


merger 
cent or 


corporation 
of M's 


stoc 


loss 


loss 


Problems common to statutory and prac- 
tical mergers.—There is no requirement in 
either a statutory or practical merger that 
the M stockholders retain the stock of the 
acquiring corporation that they 
The M stockholders who do not want such 
stock may sell it to an underwriter or 
other outside party after they receive it.* 
Che M_ stockholders who sell the stock 
that they would of realize 
such sale, but the 
tax consequences to the other parties would 
not be affected 


receiv e 


receive course 


loss on 


capital gain or 


In either practical merger 
e acquiring corporation may transfer all 


or part of 


a statutory or 
M’s assets that it acquires toa 
without 
acquistion as a 
Sometimes the 


subsidiary corporation disqualify- 
reorganization.” 
corporation may 
part of M’s business, 
want to dispose of all of 
However, the Treasury has 
not recognized any which such a 

accomplished 


ing the 
acquiring 
want to acquire only 
or M may not 
its business. 
way in 
may be 


partial acquisition 


tax free.’ 

Under the corporate laws of many states, 
the stockholders of M dissent to a 
statutory merger, or to a disposition of M’s 
entitled to 
shares appraised and to re- 


who 


a practical merger, are 


their M 


assets in 


| ave 


tion does not want to a new 
tribute the stock of the new 
stockholders, and then itself 
acquiring corporation in a nontaxable transac- 
tion However, since the two steps would be 
part of a prearranged plan, the Service would 
look to the result of the whole plan: since the 
acquiring corporation would be acquiring only 
part of M's assets, the Service position has 
been that the acquisition is not tax free (An- 
drew W. Mellon, CCH Dec. 9822, 36 BTA 977, 
1066-1082; Richard K. Mellon, CCH Dec. 16,775, 
12 TC 90, 108-109, aff'd, 50-2 uste { 9441, 184 F 
(2d) 157 (CA-3): Helvering v. Elkhorn Coal 
Company, 38-1 vustc $9238, 95 F. (2d) 732 
(CCA-4, 1937); Rev. Rul. 54-96, 1954-1 CB 111) 
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corporation to its 
merge with the 





ceive in cash the fair market value of their 
M shares. In a statutory merger, this pre- 
sents no serious tax problem, for the acquir- 
ing corporation may itself pay cash to the 
dissenters. However, in a practical merger, 
the acquiring corporation ordinarily may 
not give any cash consideration, and M 
therefore must itself retain sufficient assets 
to pay off dissenters. In a practical merger 
there will be a problem if there are a sub- 
stantial number of dissenters, for M must 
retain sufficient assets to pay off dissenters, 
yet the transaction will not be tax free 
unless the acquiring corporation acquires 
“substantially all” of M’s assets. 


Nontaxable Stock Acquisitions 


Rather than acquire M’s assets, the ac- 
quiring corporation may want to acquire 
M’s stock from M’s stockholders, hold M 
as a subsidiary and operate M’s business 
through M. Thus, M may have valuable 
franchises or contracts which it cannot 
assign to the acquiring corporation and 
which will not go over in a_ statutory 


merger, or the acquiring corporation may 
not want to subject all of its assets to the 
liabilities of M’s business, or for personnel 
or other reasons, the acquiring corporation 
may want to operate M's business through 


a separate corporation. An acquisition of 
M’s stock will be tax free under Code Sec- 
tion 368(a)(1)(B) if the acquiring corpora- 
tion acquires at least 80 per cent of M’s 
voting stock and at least 80 per cent of 
the total number of shares of all other 
classes of M’s stock solely in exchange for 
voting stock of 
This stock 
and it 
treasury 


the acquiring corporation. 
may be common or preferred, 
may be stock or 
stock 

lhe Treasury position is that a stock-for 
stock acquisition is wholly taxable if as a 
part of the transaction the acquiring cor 
poration acquires any part of M's stock 
for cash, notwithstanding that it acquires 
80 per cent of M’s stock solely for voting 
stock.’ However, if the acquiring corpora- 
tion acquires 80 per cent of M’s stock now 
solely for voting stock, the acquisition will 
be tax free notwithstanding that in a later 
independent transaction the acquiring cor- 
poration purchases some of the remaining 
M stock tor cash. 


newly issued 


* See Regs. Sec. 1.368-2(c) 
v. Commissioner, 57-1 ust« 
943 (CA-7, 1956). 

*See Peir v. Commissioner, 38-1 ust 
96 F. (2d) 642, 644 (CCA-9). 

* Helvering v. Bashford, 38-1 wustc § 9019, 302 
U. S. 454. Also see Groman v. Commissioner, 
37-2 ustc © 9533, 302 U Ss 82 
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Compare Howard 
{ 9232, 238 F. (2d) 


" 9299, 


A stock-for-stock acquisition may be tax 
free notwithstanding that M's 
stockholders subsequently sell the stock of 
the acquiring corporation that they receive 
to third persons, but such selling stock- 
holders will, of course, realize capital gain 
or loss on such sale.* 


some _ ol 


The Supreme Court has held that a stock- 
for-stock acquisition will not be tax free if 
as a part of the transaction the acquiring 
corporation transfers the M_ stock to a 
subsidiary corporation.’ 

A stock-for-stock acquisition may some- 
times be accomplished without the necessity 
for any stockholders’ meeting. However, 
where there are many M stockholders, the 
acquiring corporation may have to file an 
SEC registration statement, whereas a regis- 
tration statement is not presently required in 
connection with a statutory or practical merger. 
Moreover, in a stock-for-stock acquisition 
it may be difficult to acquire all of the M 
stock, and the acquiring corporation may, 
therefore, have to with a continuing 
minority interest. 


deal 


Tax consequences.—Neither the acquiring 
corporation nor M corporation will realize 
income on a stock-for-stock acquisition 

M’s stockholders will not realize gain or 
upon the exchange of their M_ stock 
for stock of the acquiring corporation 


loss 


The acquiring corporation’s basis in the 
M stock that it acquires in exchange for 
7 own stock will be the 
same as the basis of such M stock to the 
former M stockholders.” Since M continues 
M’s basis in its assets and its 
will not be affected 
carry-over, 


the issuance of its 


In existence, 
other tax attributes 
If M has a net operating 
it may offset such loss against future income 
from its and from any 
business in which it engages 


loss 


own business new 


Nontaxable stock acquisition followed by 
liquidation.—If the acquiring corporation 
acquires all of M’s 
acquisition, and immediately or subsequently 


stock in a nontaxabk 
causes M to distribute its assets to the ac- 
quiring corporation in liquidation, neither 
corporation will incur tax on such liquida- 
tion, and the will 
M’s asset and M's 
attributes. However, if the ac- 


acquiring corporation 


assume basis most of 


other tax 


” Sec, 362. One case holds that the basis 
will be otherwise where the acquiring corpora- 
tion issues treasury stock as consideration for 
the acquisition, but it is understood that the 
Treasury does not follow this case (Firestone 
Tire & Rubber Company, CCH Dec. 13,520, 
2 TC 827) 
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part of one 


whole 


liquidation are 
plan, the Treasury may treat the 
transaction as if the acquiring corporation 
acquired M’s assets directly in a nontaxable 
asset acquisition,” and deny carry-over of part 
of M’s net operating loss if M’s_ stock- 
holders do not receive a 20 per cent equity 
in the acquiring corporation, 


quisition and 


TAXABLE ACQUISITIONS 


Any acquisition that is not a “reorgani 
zation” is taxable; even if the consideration 
consists partly of stock the acquisition will 
be treated taxwise like a purchase. 
M's stockholders will realize capital gain 
or loss measured by the difference between 
value of the stock, bonds 
and cash that they receive and their basis in 
their M stock.” A taxable acquisition, like 
a tax-free acquisition, may be an acquisition 


stock 


cash 


the fair market 


of assets or of 


Acquisition of Assets 


The acquiring corporation may either pur 
chase M’s assets directly, or it may pur- 
chase M’s stock and then liquidate M to 
obtain the assets 


Direct purchase.—If the acquiring cor- 
M’s assets directly, its 
value of 


them 


poration purchases 
assets will be the 
that it pays for 
the simplest acquiring 


basis in such 
the consideration 
This is means of 
assets 

After a sale of all of its assets, M ordi- 
will distribute the sale proceeds to 
its stockholders in liquidation If M’s 
assets have appreciated in value, M and 
its stockholders will not want to incur both 
a corporate the sale and a 
capital gains tax on the stockholders on 
amounts distributed in liquidation; and this 
can be avoided. If 
complete liquidation 


narily 


income tax on 


double tax ordinarily 
M adopts a plan of 
before the sale of its assets, and distributes 
the sale proceeds to its stockholders in 
complete liquidation within one year 
plan, then, under 
in the ordinary 


loss on the 


atter 
Code 
will 
and 
gains 


adoption of the 
Section 337, M 
not realize gain or sale, 
the only tax capital 
tax on M’s stockholders on the liquidation 


Case 
would be the 
If the acquiring corporation only wants 
part of M’s purchase only 
part. In the case, M will 
not realize gain or loss on such sale, or on 


assets, it may 


such ordinary 


™ See Rev. Rul. 57-53, I. R. B. 1957-6, p. 20 

”% There is a special exception if M is a ‘‘col- 
lapsible’’ corporation under Sec. 341; here we 
assume that M is not a ‘‘collapsible’’ corpo- 
ration 


Acquiring Corporations 


sales of its other assets to other persons, 
where it adopts a plan of liquidation prior 
to the sales and completely liquidates within 
one year thereafter. The only tax will be 
the capital gains tax on M’s stockholders. 
The principal exception is that M will be 
taxed in the ordinary manner on sales of 
inventory assets during the liquidation period 
all of the inventory of a particular 
sold to one party 


where 
trade or business is not 
in one transaction. 

If M’s assets have depreciated in value, 
M will want to obtain tax benefit from this 
and M may realize such benefit if it 
sells substantially all of its assets before 
it adopts the plan of liquidation. However, 
if M has some assets that have appreciated 
and others that have depreciate 1, the Treasury 


loss; 


position is that M may not take losses and 
avoid gains by selling the depreciated assets 
before, and the appreciated assets after, the 
adoption of the plan." 


Purchase of stock followed by liquidation. 
—Rather than purchase M’s assets directly, 
the acquiring corporation may purchase 
M’s stock from M’s stockholders and lqui- 
date M If the 
ing corporation purchases 80 per cent or 
more of M’s stock and proceeds to liquidate 
M_ within purchase, the 
tax consequences 
acquiring corporation pur- 
directly . M’s_ stock- 


capital l 


to obtain its assets acquir 


two years of the 


will be substantially the 
same as if the 


M’s 


will 


chased assets 
gain or loss 
their 


that 


holders realize 


measured by the difference between 
their M stock and the 
therefor. The 
poration will not realize 
the liquidation of M, and the ace 


corporation’s basis will be substantia 


basis in amount 


they receive acquiring cor- 


gain or loss 


juiring 


| 
llv the 


+ 


same as if it had paid directly for the assets 


Under this alternative, the 
poration will necessarily assume all of M’s 


acquiring cor- 


liabilities, whereas if it purchased M’s assets 
directly it would not have to assume such 
liabilities. Of course, the acquiring 
poration can protect itself against unknown 


cor- 


and contingent liabilities by obtaining war- 
ranties from the selling M stockholders. 
Where the M’s stock is 
than the basis of M’s assets, the acquiring 
will liquidate M to 
If the acquiring 


price of greater 


corporation ordinarily 
obtain a stepped-up basis. 
corporation liquidates M to obtain such a 
stepped-up basis, it should not immediately 


43 Regs. Sec. 1.337-2(b) 
™ Sec. 334(b)(2) 





thereafter transfer such new 
subsidiary, for the Treasury might argue 
that the new subsidiary is a continuation 
of M and treat M’s basis as carrying over; 
the Treasury position here seems unreason- 
able,” but the problem can be avoided if 
the acquiring corporation organizes the sub- 
sidiary before the acquisition and causes 
the subsidiary to purchase the M_ stock 
and liquidate M. 


assets to a 


Acquisition of Stock 


It will be noted that the 
to the acquiring corporation are substan- 
tially the same if it purchases M’s stock 
and liquidates M to obtain its assets as if 
it purchases the assets directly. 
sometimes the 


consequences 


However, 
acquiring corporation will 
want to purchase M’s stock but not liqui- 
date M. Here again M’s stockholders will 
realize capital gain or loss measured by the 
difference their basis in their M 
stock and the amount they receive therefor. 
However, M will continue in existence as 
a subsidiary of the acquiring corporation 
and M’s basis in its assets will be continued. 
Moreover, if M has a net operating loss 
carry-over, and if M continues to carry 
on a business substantially the same as it 
conducted prior to the acquisition, M may 
offset its carry-over against its 
future income If M continues to carry 
on its old business, it probably may keep 
its loss though it 


between 


loss 


own 


carry-over even also 


engages in a new business.” 

M’s have a 
high basis compared to market value, or 
where M a net operating loss carry- 
over, the acquiring corporation may benefit 
by purchasing M’s and holding M 
as a subsidiary. The acquiring corporation 
may want to maintain M as a sub- 
sidiary if M has franchises, contracts or 
other rights that are not assignable in liqui 


Accordingly, where assets 
has 
stock 
also 
dation, or if the acquiring corporation does 


not want to be responsible for the 
liabilities of M’s 


future 
business, 

If the acquiring corporation wants to 
purchase M’s stock and hold M as a sub- 
sidiary, but M has more cash and liquid 
assets than it needs and the acquiring cor- 
poration does not want to pay for such 
assets, the acquiring corporation can buy 
part of M’s stock and cause M to redeem 
the remainder of its stock from M’s stock- 
~ 38 See Estate of James F. Suter, CCH Dec 
22,660, 29 TC No. 29; Orr Mills, CCH Dec 
22,955, 30 TC —, No. 15. 

16 Sec, 381(a). See H. Rept. 2543, 83d Cong., 
2d Sess., p. 40. Compare Sec. 382(a); S. Rept 
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holders with such cash and liquid assets. 
The tax consequences to M’s stockholders 
will be the same as if the acquiring cor- 
poration purchased all their stock; in effect, 
the acquiring corporation reduces the pur- 
chase price by the amount of the cash that 
is taken out of M, and no dividend tax is 
imposed on such cash.” 


SUMMARY OF TAX CONSIDERATIONS 


We have considered the alternate ways 
of acquiring a corporate business. Now it 
is appropriate to review the principal tax 
and decide which ways are 
best suited to produce which tax objectives 


co msiderath ms 


Gain or Loss 

M’s stock- 
gain 
assets or 
If the 
M stockholders do not want to realize gain, 


One consideration is whether 
holders and M itself want to realize 
or loss on the transfer of M’s 


stock to the acquiring corporation. 


the acquisition must qualify as a “reorgani- 
zation” as that term is defined in the In- 
ternal Revenue Code; conversely, if the M 
stockholders want to loss, the 
sition must not qualify as a “reorganization.” 
The M stockholders must bear in mind in 
this connection that if they do not realize 
gain or loss, their basis for their M_ stock 
will and become the basis of 
the acquiring corporation stock that they 
If they a low basis for their 
they same low 


realize acqui- 


Carry over 


receive. have 


M_sstock, 


basis for their acquiring corporation stock, 


will keep this 
and their gain on a subsequent sale of such 
stock will be determined by such basis. Of 
course, if they hold the acquiring corpora- 
tion stock until they die, their estates will 
assume a stepped-up basis in the stock, and 
tax will be permanently avoided 

M itself will not realize gain in a tax 
free acquisition or in a taxable stock ac 
quisition, and it ordinarily need not realize 
gain in a taxable asset acquisition where 
it liquidates under Code Section 337 after 
selling its assets. Conversely, M can only 
realize loss if it i 
a taxable transaction 


disposes of its assets in 


Net Operating Loss Carry-Over 
M has 


a net operating loss carry-over. If M has 


(Continued on page 497) 


A second consideration is whether 


1622, 83d Cong., 2d Sess., p. 284; Libson Shops, 


Inc, v. Koehler, 57-1 uste 
(1957) 
Rev. Rul 


f 9691, 353 U. S. 382 


55-745, 1955-2 CB 223 
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Installment Dealers’ Reserves 


By WOOLVIN PATTEN and BROCKMAN ADAMS 


The problem of when amounts, credited to the reserve accounts of dealers 

in automobiles, trailers, construction equipment, farm equipment 

and similar property by the financing institution with which they do 

business, should be taken into income is at the moment 

a highly disputed issue. The authors have undertaken in this study 

to discover whether, in this conflict, logic and authority 

predominate on the side of the Commissioner and the Tax Court or on the side 
of the courts of appeals. Messrs. Patten and Adams are associated 

with the Seattle law firm of Little, LeSourd, Palmer, Scott and Slemmons. 


legal battle has been 
question of 
tangible personal 
property, such as automobiles, trailers, con 
struction equipment and the like, who sells 
such property on a deferred-payment plan 
financed by a institution, should 
ome the amounts credited to his 
reserve account by the financing institution 
Che Commissioner of Internal 
and the Tax Court’ that credits to 
taxable to the 
entered in the 
institution. United 
Appeals and United States 
which have considered the 
held that 
not be taken into income until they become 

+} 


ava lable to e terms of 
| 


} 
ft 
his agreement with the financing institution 
] 
I 


\ FULL-SCALE 
f waged over the 


accrual-basis 


when an 
dealer in 


financing 


take into inc 


Revenue * 
insist 
such 


reserve accounts are 


dealer in the vear thev are 


books of the financing 
States Courts of 


District Cour 


1 


question have such credits need 


aler under the 


nflict involves a pattern of financing 
used 


This c 
and long established in the 


business of selling 


widely 
automobiles, trailers and 


similar mobile personal property 


In order to understand this conflict, a re 
view of the to the 


neces 


transactions giving rise 


credits to these reserve accounts ts 


sary There are, of course, innumerable 


pattern of these 
However, the essential ele- 


ments of the pattern are usually quite similar. 


variations upon the tact 


transactions 
Three parties are always involved: the pur 
chaser, who desires to buy some article but 
lacks the funds pur- 
: the dealer, who supplies the article to 


necessary for a cash 


chase 
' Rev. Rul, 57-2, 1957-1 CB 12 
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financing in 
stitution, which supplies the funds 


the purchaser; and finally the 

At the time of purchasing the article, the 
purchaser gives the dealer a down-payment 
in cash or by means of a trade-in and signs 
a document, usually 
tract, agreeing to make a certain number of 
equal monthly payments to the 


institution. The dealer delive 


y a conditional sales con- 
financing 
rs the article to 
the purchaser and, by one of several means, 
delivers the contract signed by the pur- 
with his own guarantee ot 
institution. The 

receiving the 
irchaser and guar 

pays to the 
existing 


chaser, together 
payment, to the financing 


hinancing institution, upon 


contract signed by the pi 
anteed by the dealer, 
arrangement 
the major portion of 
purchase 
Thereafter the 
directly to the fi- 
successive monthly 
installments as they become due. 


de al Pp 
upon the 
them, all 


depending 
between 
balance of the cash 
price of the art cle delivered 
purchaser usually 


the unpaid 


pays 


nancing institution the 


The total of the monthly payments called 
for in the contract delivered t 
institution exceeds, 


» the financing 
usually by a rather sub- 
stantial sum, the unpaid portion of the cash 
price of the article. The total of the 
payments is called the “deferred 
balance” and includes, in addition to 
the remainder of the cash sale price of the 


sale 
contract 


time 


article, charges for taxes, insurance and fi- 
nancing. Let us examine a typical transac- 
tion from the point of view of each of these 


parties 


*See ‘Practical Considerations,”’ at p. 490. 
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There is no such thing as 

absolute freedom. The freedom that 
we seek is that limited by rules 

that all know and which apply to 

all and which are made and proclaimed 
by our chosen representatives. 
—Judge Frederick Frost. 


Peter Purchaser, a logger, owns a used 
truck worth $1,200. Although short of cash, 
he decides to purchase a new truck having 
a cash retail sales price of $4,000. On June 
1, 1952, he purchases this truck from Eager 
Dealer. Eager Dealer allows Peter $1,200 
for his old truck. Now, if Peter Purchaser 
had $2,920 ($2,800 balance of purchase price 
plus $120 state sales tax), he could drive his 
truck away. However, not having this sum 
of money, he signs a conditional sales con- 
tract agreeing to pay the Last National Bank 
36 monthly payments of $108.54 each, start- 
ing on June 30, 1952. 

Obviously, 36 times $108.54 equals $3,907.50, 
a sum substantially more than $2,920. Eager 
Dealer, however, furnishes Peter a state- 
ment explaining this difference in detail 
$4,000.00 

120.00 


Cash purchase price 
State sales tax 


$4,120.00 


Total cash purchase price 


1,200.00 


Less trade-in 


Unpaid balance of total cash pur- 
chase price plus sales tax 

months’ of 
types 


$2,920.00 


36 insurance various 


375.00 
Notary and recording fees 


$3,307.50 
600.00 


$3,907.50 


Unpaid balance 
Time-price differential 


Contract balance 


Since Peter is an accrual-basis taxpayer, 
he has a problem of how he should handle 
this transaction on his own income tax 
return. He purchased a truck for 
$4,120, which he would ordinarily depre- 
ciate over the life of the vehicle. However, 
what about the $375 insurance, the 
$12.50 recording and notary fees and, most 
important, the $600 time-price differential ? 
Can he deduct all these in 1952? At least 
from his point of view, his liability for 
these charges seems fairly fixed and defi- 
nite, and somewhere he has heard that if a 
liability fixed and definite, it may be 
accrued and claimed in the year it became 


has 


for 


is 
’T. D. 6223, Regs. Sec. 1.163-2 
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fixed and definite. Not so, says the Inter 
nal Revenue Service.” These charges must 
be either capitalized or deducted not any 
faster than paid. Thus 
Monthly payment on the contract $108.54 
Less the portion of monthly payment 
applicable to the unpaid cash pur- 
chase price 81.11 
Portion of his monthly payment ap- 
plicable to time-price differential, 
insurance, etc. $ 27.43 
Consequently, Peter deducts $164.58 in 
1952; $329.17 in 1953; $329.17 in 1954; and 
$164.58 in 1955, for a total of $987.50. 


Dealer 


Eager Dealer has previously made ar- 
rangements with the Last National Bank 
for handling the financing requirements of 
his customers. These arrangements may be 
in writing, but more likely are largely oral 
and, to a certain degree, represent merely 
the acceptance by both parties of the estab- 
lished practices of this 
The details of these arrangements vary 
considerably, depending upon Eager Dealer's 
bargaining position and financial standing, 
as well as upon how anxious the Last 
National Bank to obtain the business 
which Eager Dealer can direct to them 
Assuming fairly standard conditions, the 
following arrangements are typical: 

(1) The Last National Bank will fur- 
nish Eager Dealer a supply of its printed 
conditional sales contracts and other neces 
sary documents 


type of business 


1s 


(2) On forms provided for the 
Eager Dealer will collect and submit to the 
bank certain financial and credit data con- 
cerning each person signing a contract. 


purpose, 


(3) The bank reserves the right to refuse 
any contract not to liking 


(4) The bank, upon accepting a contract, 
will advance to Eager Dealer 95 per cent 
of the unpaid balance of the cash purchase 
price of the article. 


to hinance its 


(5) On completion of the contract, with- 
out default or prepayment, the bank will 
pay to Eager Dealer one fourth of the 
time-price differential earned 


(6) The remaining 5 per cent of the 
cash purchase price of the article and Eager 
Dealer’s prospective share of the time-price 
differential will be disbursed to the dealer 
only when the total of such amounts ex- 
ceeds 10 per cent of the total unpaid bal- 
ances due on all Eager Dealer’s contracts 
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A married couple with two children, 
whose 1946 income was $3,000, 

would need to earn $4,445 in 1958 
to be as well off.—Tax Foundation. 


These amounts are referred to as 


Dealer’s reserve account. 


Eager 


(7) The bank will charge against the re- 
serve account any repossessions, defaults or 
other losses it may experience on the con- 
tracts of Eager Dealer’s customers 

In our example, Eager Dealer guarantees 
payment of the monthly payments provided 
for in the conditional sales contract signed 
by Peter Purchaser and delivers it to the 
bank. The bank gives Eager Dealer its 
check for $2,774. Eager Dealer has a sales 
account in which he enters the following 
items 


$1,200 
2,774 


$3,974 


Trade-in 
Cash 


Total 


This total of $3,974 he reports as sales 
on his income tax return for the year 1952 

Eager Dealer probably keeps a memo- 
randum record showing that he still has 
coming from the bank $146 (the remaining 
5 per cent of the unpaid balance of the 
total cash sales price) and $150 (his share 
of the time-price differential), or a total of 
$296. However, he does not take this $296 
into 1952 income 


after 1955, if Peter has 
payments and not 
amount in Eager 
account with the Last 
National Bank exceeds 10 per cent for the 
unpaid balances on all of the contracts of 
his customers held by the bank, and if off- 
setting charges reduced it, the 
bank will pay to Dealer the $296 
still due him on the Peter Purchaser trans 
probably as part of a Tump-sum 
settlement. Eager Dealer will, at this time, 
take the $296 into income 


Sometime June, 
faithfully completed his 
anticipated them, if the 
Dealer's reserve 


have not 
Eager 


action, 


Bank 


Since the books of the Last National 
Bank really give rise to this dispute, let us 
look at them. For reasons not too clearly 
understood, at least by us, the Last Na- 
tional Bank takes Peter Purchaser's con- 
tract into its books at its full face value 


* Motors Securities Company, Inc., CCH Dee 
19,275(M), 11 TCM 1074 


Installment Dealers’ Reserves 


of $3,907.50. Naturally, there must be off- 
setting entries which total the same amount. 
The following offsetting entries are typical: 
Disbursements—95 per cent of the 
unpaid balance of the cash pur- 
chase price advanced to Eager 
Dealer $2,774.00 
Miscellaneous disbursements for 
filing and notary fees, etc 
Insurance payments or reserves 
Reserve account—Eager Dealer's 
balance of cash sale price $146.00 
Dealer’s share of time-price 
differential 


12.50 
375.00 


150.00 


296.00) 
Bank 


Last National deferred in 


come account 450.00 
$3,907.50 

While the Commissioner insists that the 
$296 posted to Eager Dealer’s reserve ac- 
count be taken into income by Eager Dealer 
in 1952 when it is posted on the books of 
the bank, the Commissioner allows the Last 
National Bank to handle its share of Peter 


Purchaser's different 
‘ 


Total 


money in an entirely 
fashion 

Each payment of the $108.54 which Peter 
Purchaser makes to the Last National Bank 
represents payment of one thirty-sixth of 
the unpaid balance of the cash purchase 
price, thirty-sixth of the insurance 
thirty-sixth of the time- 
price differential. Accordingly, each time 
the bank payment from Peter, it 
reduces the various accounts by their pro- 
rata share of the payment and posts $12.50 
to the bank’s earned income account. Thus, 
the bank takes into income during 1952 six 
times $12.50, or $75, and by like computa- 
tion takes into income $150 during 1953, 
$150 during 1954 and $75 during 1955, fe 


total of $450 


one 


charges and one 


receives 


a 


Di 
1’ 
K 


rl is treatment oft the bar 
rential in 


apparently is not disputed 


portion of the 


time-price litte 


‘ t 


ransaction 


the Internal Revenue Service 


Issue 

this familiar and long-estab- 
factual pattern, battle has been re- 
cently joined between the Commissioner 
and the Commissioner and 
the Tax Court that the $296 in the 
above example be taken into income for tax 
purposes in 1952 by Eager Dealer, when 
it is entered in the reserve account carried 
in his name by the Last National Bank 


In spite of 
lished 


dealers The 
insist 





The dealers, with the support of the United 
States Courts of Appeals and a number of 
United States District Courts, insist that 
the $296 in our example should not be 
taken into income until 1955, when it be 
comes available. 


Position of Dealer 

Eager Dealer admits that being an accrual 
basis taxpayer he may be taxed on income 
prior to its physical receipt, but claims that 
his “right to receive” the $296 shown in our 
example did not as a practical matter be- 
come either fixed or definite in 1952. He 
points out that he had no legal right in 
1952 to demand that the Last National 
Bank deliver these funds to him. He also 
points out that should Peter Purchaser pre 
pay his installments or default upon them, 
he would never receive this $296. 

Eager Dealer also points out that if his 
business increases, as he confidently hopes 
it will, the amount of his customers’ out 
standing contracts will also increase, with 
the result that it may be a considerable 
number of years before he will actually get 
the $296 shown in our example. Dealer, 
pointing out that he has no other funds, 
asks how as a practical matter he can pay 
taxes for 1952 on funds which will not 
become available to him even for the pur- 
pose of paying taxes until some year later, 
if ever.” Eager Dealer asks why he 
should be treated differently from Peter 
Purchaser and the Last National Bank. Dealer 
also mentions he has heard somewhere that 


also 


taxes are due only on profits realized and 
He also points 
pays tax on all of 


not on prospective profits 
out that he eventually 
his income, and he objects only to paying 
tax on funds before he has any right to them 


Position of Commissioner and Tax Court 


The position of the 
the Tax Court is 
Foundry Company v. ( 
{ 1276, 292 VU. S. 182, 
principle that in the 
taxpayer, it is the “right to receive” 
its physical receipt, which de 


and 
Spring City 
ust 


Commissioner 
based upon 
ommiusstoner, 4 
which establishes the 
case of an accrual 
basis 
income, not 


‘Practical Considerations,’’ at p. 490 


> See 

® Charles M. Kilborn, CCH Dec. 22,632, 29 TC 
Arthur V. Morgan, CCH Dec. 22,620, 

No. 9: West Pontiac, Inc., CCH Dec 

5, 27 TC 749: Texas Trailercoach, Inc., CCH 
22,079, 27 TC 575: Albert M. Brodsky, CCH 
22,000, 27 TC 216; Blaine Johnson, CCH 
21.300, 25 TC 123: Vance L. Wiley, CCH 
22,.710(M), 16 TCM 1089; Clifton BE. Baird, 
CCH Dec. 22,612(M), 16 TCM 867; John R 
Hansen, CCH Dec. 22,454(M), 16 TCM 471; 
J. H. Schaeffer, Jr., CCH Dec. 22,361(M), 16 
TCM 291; Burl P. Glover, CCH Dec. 22,292(M) 
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purposes the year of its 
gross income. Following the 
rationale of Spring City Foundry Company, 
the Commissioner says that in 1952 Eager 
Dealer had two transactions. In one trans 
action he sold Peter Purchaser a truck for 
$4,120. In the second transaction he sold 
the Last National Bank an installment con 
tract for $150. The Commissioner then rea 
sons that both these sales were completed 
in 1952, and since the amount due to Eager 
Dealer by reason of these sales was fixed 
and definite, such amounts must be taken 
into income in 1952, regardless of when or 
how, or if ever, actual payment is made 


The first examination of dealet 
reserve accounts by the Tax Court appears 
to have been in Shoemaker-Nash, Inc., CCH 
Dec. 11,009, 41 BTA 417, wherein the court 
held that 
of the dealer on the financing 
books were really of benefit to the taxpayer, 


termines for tax 
inclusion in 


these 


reserves credited to the account 
institution’s 


since they stood in place of an otherwise 
direct and therefore taxable 
to him in the year credited. In less than a 
vear, however, the Tax Court in Ernest G 
Beaudry, CCH Dee. 11,671-D, 43 BTA 1209, 
distinguished the Shoemaker-Nash case and 
held that credits to dealet 
mstitution 
when the 
required to 
the total contracts outstanding be 
and the financing institu 
financing institution was 
any amount to the 


charge were 


reserve accounts 
were not taxablk 
amounts in the 
exceed 7 2 per 


of a financing 
to the 
account 
cent of 
tween the dealet 
tion, before the 
obligated to pay 
dealer 


dealer 


were 


ove! 
The Beaudry decision seems to have been 
history of the 
fact that in 
recent years the decisions of the Tax Court 
held, without that 
to reserve such as the 


a forgotten episode in the 
lax Court, as shown by the 


have exception, credits 


accounts, one we 
illustrated, are taxable to the dealer the year 
they are entered on the books of the financ 
ing institution.® 
sions is somewhat impaired by the fact that 
them have 
least three more are pending with the cit 
cuits on appeal.” 


The authority of these deci 


four of been reversed‘ and at 


16 TCM 203: William Koch CCH 
Dec. 21,495(M), 14 TCM 1322 

* West Pontiac, Inc. v. Commissioner, 58-1 
ustc © 9260 (CA-5, 1957): Texas Trailercoach, 
Inc. Vv. Commissioner, 581 ustc § 9175, 251 F 
(2d) 395 (CA-5, 1957): Johnson v. Commissioner, 
56-2 ustc § 9608, 233 F. (2d) 952 (CA-4); Glover 
v. Commissioner, 58-1 ustc % 9462 (CA-8) 

®* Baird v. Commissioner, Dkt. No. 12230 (CA-7, 
argued April 24, 1958); Hansen v. Commissioner, 
Dkt. No. 15821 (CA-9, argued May 13, 1958): 
Schaeffler v. Commissioner, Dkt No. 13421 
(CA-6, argued April 10, 1958). 
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The Statutes 


Only 


Revenue 


1954 Internal 
bearing on the re- 


two sections of the 
Code have a 


serve issue 
Section 446 provides 


“(a) income shall be computed under 
the method of 
which the 


accounting on the basis of 
taxpayer regularly computes his 


mcomme 


wet) . if the method used does not 
reflect income, the computation of 
income shall be under such 
as, in the opinion of the [Commis 


reflect 


clearly 
taxable made 
method 
sioner ] » de 


ves clearly income.” 


Since Eager Dealer has for some years 


a method of which re 
vorts the $296 with which we are 
when it is available to him by the 
bank, it would seem that the Commissionet 
has a that Eager 

does not 
that the 
suggested by the 
reflect income 
position would 
from 1954 Code 


sursued accounting 


t 
' 
1 
t 


concerned 
made 
burden of proving (1) 
Dealer’s method or accounting 
clearly reflect his income and (2) 
method of accounting 


Commissioner does clearly 


Moreover, F 


seem to get some 


ager Dealer's 
t support 
Section 451, which provides 


shall be 


included 1 1 ross income for the tax 


any item of gross income 
received by the 
method of 

taxable 


able year in taxpayer, 


unless under the accounting 


used in computing income, such 


amount is to be properly accounted for as 
of a different period.” 

Section 451 wor o sav that when 
in doubt, in houl reported 
d, which ‘ lv what Eager Dealer 


when 
recelve 


has been do 


Authorities 
The United 


exception, 


States courts have, without 


been sympathetic to the dealers’ 
osition kver a dealer has appe aled 


to the | 


relief from the 


nited States courts, he has obtained 


tax the Commissioner sought 
increase in his 


a right to 


to enforce upon the 


| reserve 
to the 


account time he has 


funds 


prior 
these 

Che United States ¢ 
uniformly held that 
their 


ourts of Appeals have 
taxable 


reserve funds with finan 


dealers are not 
on credits to 
cial institutions. The 


principle of the non 


reserves Was 
Vhird 
ympany 7% 


(2d) 163 


these 
ago established by the 
Keashey Vatttson ( 
ustc 79189, 141 FE 


taxability of dealers’ 


some time 
Circuit im 
U. S., 44-1 
strongly 
Circuit 


*Even earlier this principle was 
suggested in the opinion of the Sixth 


Installment Dealers’ Reserves 


Our Constitution was premised upon 
the sovereignty of the people. The 
men who drew it were wise men 

and knew that even a majority can be 
a tyrannist group, that even a 
majority can be as guilty of great 
oppressions as a king or 

as the Central Soviet Committee. 
—Justice William O. Douglas. 


(CA-3).2 Four very recent opinions by the 
Courts of Appeals for the Fourth, Fifth and 
Kighth Circuits followed the Keasbey 

Mattison and rejected the 
Commissioner’s attempt to tax dealers on 


have 
Company case 
reserve accounts T} 
Commissioner, ts Tratlercoach, 
West Pontiac, Inc. v 


ommitsstoner, 


their cases are 
lohnson v ! 


Inc. v 


C ommiusstoner, 


Commusstoner, 


and Glove 


all cited at footnote 7. 
Che same issue ts | 
the Sixth, Seventh and Ninth Circuits 


Schaeffer v. Commisstoner, Baird v. Com 


resently pending be- 


ioner and Hansen v. Commissioner, all 


t tootnote & 


z © ompits- 


Fifth 


nalysis of 


Circuit 
the pat 


stone F;, cited at te note , the 
makes a 


tern of these 


very detailed 


transaction 


“This case shakes down to a few basic 


tacts In eacl credi trailer, the 
obligations of the purchaser, dealer, and fh 
company 1 ! ricably interwoven 


in a single three-part met Che 


nance 
agree 


ment gave the fina ompany virtually 


complete control over per cent of the 


purchase pri ie finance com 


exercised ontre by witl holding 
per cent in <¢ ial dealer’s reserve 
account surrounded arious conditions 


precedent to paymen These conditions 
have barred 


ot payments 


vere contingencies 
indefinitely the deal 
payments from the ac 
ntingen , the pro 


Is 15 per cent of 


or right to receive 
count. One ot these ce 
viso that the accoun 

the unpaid balance on all trailer contracts, 


barre d 


or having the rig ( ive 


effectively receiving 


any amounts 


from the reserve account until nearly the 


end of the third year of the 


deale oS rpo 


rate existence. We hold, therefore, with 


ut generalizing beyond the logical neces- 


sities inherent in the facts of this case, that 


Trinidad Paving 
(2d) 85 (1932). 


489 


in Commissioner v. Cleveland 
Company, 3 vustc © 1006, 62 F 





The average tax burden on a $3,500 
income family is estimated to be 
$1,059; on one with $4,500 income, 
$1,393; and on an $8,000 income 
family, $2,726.—Tax Foundation. 


the amounts in this dealer’s reserve account 
were contingent credits. They did not ac- 
crue in the taxable year when the finance 
company withheld the amounts and credited 
them on its books to the taxpayer.” 


In reaching a decision in favor of the 
dealers, the Fifth Circuit makes some cogent 
observations: 

“The closer a tax comes to giving effect 
to the economic realities, the more bearable 
it is as the price of national security and ot 
civilization. The real trouble in this case 
is that the taxpayer is asked to pay a tax on 
money he did not in fact receive and had no 
right to receive during the taxable year in 
question He may never receive it, but 
he is asked to deplete his cash in order to 
pay it. If compelled to pay, the more busi 
ness he does—the worse off his 
sition will be. But, if a more realistic view 
is taken, the Government will not be deprived 
of any tax, when the contingent 
credit materializes as a fixed, ascertainable 
claim or if payments are received from the 
reserve account, the must then 
include the payments in his 
taxable income.” 


cash po 


because 


taxpayer 
fixed claim or 


Moreover, the United States District Courts 
which have considered this matter have uni- 
formly held that reserves are not 
taxable to the dealer until they are availa 
ble to him (Massey Motors, Inc. v. U. S., 57-2 
ustc $9957, 156 F. Supp. 516 (DC Fla.) 
Modern Olds, Inc. v. U. S., 58-1 ustc 9 9211 
(DC Tex... 1957); Hines Pontiac v. U. S 
58-1 ustc 99210 (DC Tex., 1957); Marin 
Chevrolet Company v. U, S., 58-1 uste § 9441 
(DC N. C.)) 

It is not 
appealed any of these cases 


dealer 


believed the Commissioner has 


Practical Considerations 


The change in reporting income insisted 
upon by the Commissioner is not merely a 
harmless shifting of income from one year 
to another with little over-all effect. In 
stead, the change in reporting income sought 
by the Commissioner would make it impos- 
sible for many small, expanding businesses 
to pay their taxes and remain in business. 
The issue being of such grave importance to 
many small dealers, they have strenuously 
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and have so far successfully resisted the 


Commissioner's efforts. 

Reference to our simple example will 
show the effect of the change sought by the 
Commissioner. The way Eager Dealer handled 
this transaction for tax purposes 
follows: 


Was as 


Trade-in 
Advance from Last National Bank 


$1,200.00 
2,774.00 
Total actual cash received by Eager 

Dealer from truck in 

1952 $3,974.00 


3,500.00 


sale of 


Less cost of truck 


Gross Profit $ 474.00 
350.00 


Expense of sale and overhead 


Actual Profit realized in 1952 on 
sale $ 124.00 
Less tax on actual profit at 34 per 
cent 42.16 
Dealer's hands 
to Peter $ 81.84 


Actual cash left in 
as a result of sale 


Commissioner's 
1952 


If, however, the conten 
tions are acceded to, in Dealer 
would have to have taken into income the 


Eager 


$296 credited to his reserve account by the 
bank without actually 
any additional funds 
the refore, be as follows 


getting his hands on 
The picture would, 


1952 on 


$124.00 


Actual profit realized in 
sale to Peter 

Tax on actual profit received at 34 
per cent 42.16 

Tax on 
account at 
not to be 


later, at 34 per cent 


$296 increase in 
Last National 
received until 


reserve 
Bank, 
years 

100.64 


cash 
transaction 


loss of 


Actual 
each 


position on 


($ 18.80) 


Consequently, on each sale of this nature, 
Eager Dealer has $18.80 less cash in his 
hands at the end of the transaction. By 
projecting this loss in each transaction and 
by assuming a steady growth in the dealer's 
business, the following is apparent 


Net Cash Accumulated 
Loss Cash Loss 
$ 4,700 $ 4,700 
9,400 14,100 
18,800 32,900 


Cars Sold 
250 
500 

1,000 


Year 
1952 
1953 
1954 


Therefore, if we assume that Eager Dealer 
started in business in 1952 with a capital of 
(Continued on page 532) 


TAXES —The Tax Magazine 





ESTATE 


APPRAISED: 
VALUE 


HOW TO MAKE AN ESTATE TAX 
VALUATION OF A GOING CONCERN 
By PETER F. MANCINA 


Revenue Ruling 54-77, dealing with the valuation of capital stock 

of closely held corporations for estate and gift tax purposes, was the subject 
ox the author's speech at the First Annual Estate Planning Forum, 

held in Sacramento, California, on February 20, 1958. Also discussed was 
ihe disagreement within the Committee on Accounting Procedure 

of the American Institute of Certified Public Accountants regarding replacement 
costs and the earnings concepi, vital to the earnings, good will 

and dividend-paying capacity factors referred to in the revenue ruling. 


market 


death or option date 


More than one out of ten cases heard by 
the Tax Court during the 
1949, through July, 1954, concerning de 
ficiencies proposed under the estate and gift 
provisions of the 
Code, included an issue of valuation of 
capital stock of held 
The significance of this valuation problem 
is, therefore, obvious. 


Neither the 


defines the 


possibly establish value at date of 


4 cern problem: How 
market 


constituting 


presents this basi 


}>! ATE VALUATION of a going con 
| 


( 


Oo we determine the tat value of 


a going business mart of an 
4 goin ) ‘ pa ta period January, 


estate ’ 


For 


VN ¢ are 


that 


cor 


this discussion | am assuming 
held 
market for its 
further, that 
estate in the 


Because 


Revenue 
the 
corporations.’ 


tax Internal 


considering a_ closely 
poration with no 
capital stock l 
beneficial 


capital stock does, in 


active 


im closely 


assuming, 
ownership by the 

fact, exist 
of lack of time, | am further assuming that 


there is no 


estate nor the gift tax statute 


agreement for term “fair market value.” 


repurchase ot 
either by the 
poration or other shareholders, which might 


the decedent's holdings, cor 


‘See Hartwig, 
the Internal Revenue 
Court.'' Proceedings of 


Valuation Problems Before 
Service and the Tax 
New York Untwersity 


Estate Valuation of a Going Concern 


The 


statutory reference in both instances is to 


“value.” ? 


Thirteenth Annual Institute on Federal Tara- 
tion, p. 1143 (1955). 
Sees. 2031(a) and 2512(a) 
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The author is a CPA and a partner 
in the Sacramento, California firm 
of Peter Mancina & Company. 


The estate regulations* under the 1939 
Code contain a definition of fair market 
value that has been generally accepted: 


“The fair market value is the price at 
which the property would change hands be- 
tween a willing buyer and a willing seller, 
neither being under any compulsion to buy 
or sell.” * 


In 1954 the Internal Revenue Service is 
sued a seven-page ruling (Rev. Rul. 54-77) 
concerning valuation of stock of 
held corporations in and gift tax 
returns.’ 


closely 


estate 


Section 2 of Rev. Rul. 54-77 cites the defi 


nition of fair market value, referred to 
above, and calls attention to the fact that 
“Court decisions frequently state in addition 
that the hypothetical buyer and seller are 
assumed to be able, as well as willing, to 
trade and to be well informed about the 
property and concerning the market for 
such property.” 

Aside from the subjective elements con 
tained in the definition of fair market value, 
the problem of estate valuation of the going 
made more difficult 
“unascertainable” 


since the 
doctrine of fair market 
value as applied in income tax cases°® is not 
applicable to 


business is 


estate tax because of 


closing out the 


cases 


the necessity of estate. 


Factors to Be Considered 


From 1920 to 1954, 
the problem of valuation of a going 
concern had to contend with 
34 of the Committee on 
view (A. R. M. 34).' 


those confronted with 
estate 
Memorandum 
Appeals and Re 


This memorandum first allows the com 


pany a “normal” return on stockholders’ 


investment, being equivalent to an imputed 
The 
(usually for 
over such imputed in 


and the 


return of interest for net assets in use 
each year’s earnings 
the last five 


terest is considered excess earnings, 


excess of 


years) 


* Regs. 105, Sec 
86.19(c¢) 

‘The Supreme Court has expressed its ap- 
proval of the definition in the regulations 
(Elmhurst Cemetery Company of Joliet v. Com- 
missioner, 37-1 ustc § 9084, 300 U. S. 37, 39). 

> 1954-1 CB 187 

* For examples, see Burnett v, 
{ 736, 283 U. S. 404 (1931): 
49-1 ust: 
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81.10(c); Regs. 108, Sec. 


Logan, 2 ust 
Westover v. Smith, 
£ 9189, 173 F. (2d) 90 (CA-9); Commis- 


July, 


1958 ° 


average thereof is capitalized at an “appro 
priate” rate. 

The sum of (1) the stockholders’ invest 
ment (or book value or net worth of the 
company, in common parlance) and (2) 
capitalized excess earnings (described in the 
preceding paragraph), called “good will,” con 
stitutes fair market value under A. R. M,. 34 


Example 


{ book 
$1,000,000 


Stockholder’s investment 
value or net worth) 
Normal rate of return, say 

8% 80,000 
Net earnings— 120,000 
Excess of net 
normal return 
Capitalized 
say 10% (good will) 
Fair market value: 
holders’ investment (1) 
good will (5) 


average 
earnings 

((3)—(2)) 

earnings, 


ove! 
$0,000 
excess 
400,000 

stock- 

plus 
1,400,000 


It has been common, if not the 
of revenue agents to insist upon a valuation 
falling within the stockholders’ 
investment (see (1) in the example above) 
and fair market value determined unde 


A. R. M. 34 (see (6) in the example above) 


practice, 


range ot 


Rev. Rul. 54-77 Summarized 


The that all 
relevant factors should be considered in the 
determination of fair market value of a 
The Service, in 
recognition of the limited 
this valuation problem by 
A. R. M. 34, issued 
ruling is at 
apply some common sense to the intricate 
and problem of evaluation of 
facts necessary to the determination of the 


regulations have specified 


going concern.” apparent 


approach given 
agents using 
Rul. 54-77." The 


attempt to 


Rev 
least a theoretical 
subjectiv e 


fair market value of a closely held business 
for estate and gift tax purposes 

In Section 3 of the ruling, the Service 
following 


relative to the approach to valuation: 


market 
ing a question of fact, will depend upon the 
circumstances in each case No formula 
devised that will be generally ap 
plicable to the multitude of different valua 


makes the significant statement, 


“Determination of fair value, be 


can be 


Carter, 48-2 ustc { 9415, 170 F 
Yerger, 44-1 usr 
Pa.): J. CO. 
(1954) 


(2d) 
{ 9282, 55 


Bradford, CCH 


stoner v 
911 (CA-2); U. 8S. v 
F. Supp. 521 (DC 
Dec. 20,511, 22 TC 1057 

72 CB 31 (1920) 

’ Regs. 105, Sec. 81.10(c). The fourth factor 
(comparable securities) was added by the 1943 
act 

’ Cited at footnote 5 
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estate and gift tax 
Often an appraiser will find wide 
differences of opinion as to the fair market 
value of a particular stock. In resolving 
such differences he should maintain a rea- 
sonable attitude in recognition of the fact 
that valuation is not an exact science. A 
sound valuation will be based upon all the 
relevant facts, but 


tion issues arising in 


Cases, 


the elements of common 
sense, informed judgment and reasonable 
ness must enter into the process of 


Ing those 


1 


weigh 


facts and determining  theit 


aggregate significance.” 
Rul. 54-77 lists eight 
admittedly not all 


constitute, in the 


tion 4 of Rev. 


} 


which (while 


actors 
inclusive ) view of the 
Service, the fundamental factors in evaluat 
ing the fair market value of the 


held cor poration 


closely 


Section 4.02(a)—Nature of the busines 
and history of the enterprise. 


$.02(b) 


Section Economic outlook in gen 


of the specific industry 
particular 
Section 4.02(c) 


Book value of the stock 


nd financial condition of the 
Section 4.02(d) 


mpany 


business 


Earning capacity of the 


$.02(e) 


Section 4.02(f) 


Section Dividend-paying capacity 


Good will 


n 4.02(g)—Sales of the 
the size of the block to be 


Secti stock 


valued 


Section 4.02(h) Market price of stocks ¢ f 


ms engaged in the same or similat 


which are listed on an 


of this discussion, I will 


attempt make brief and, I hope, con 


Structive mments on certain as 


pects o 


Section 4.02(a) 


Che nature and history of the operation 
an opinion as to the 
iIved in the business. The 


history of the rporation will show whether 
the business has unstable, 


part of the 
Growth of the in 
management in the 


been stable o1 


and a financial history is only 


history of the enterprise 


dustry, experience of 


enterprise and the history of competitors 
are merely a tew of the nonfinancial 


formulate an opinion regarding 


tacts 
necessary to 
the degree of stability of the enterprise 


Che concepts of risk and stability to be 
meaningful have to be interpreted in terms 
of earnings. Earnings reported in the con 


ventional accounting manner, however, may 


Estate Valuation of a Going Concern 


appear to be stable and yet the enterprise 
may be going downhill if the factors of in- 
flation or used-up depreciation are taken 
into consideration. 


Section 4.02(b) 


Oddly enough, it is in this section of Rev. 
Rul. 54-77 that made to the 
concept of the key man. Based on my ex- 
perience, the key-man factor is one deserv- 
ing separate treatment, as given to the 
eight factors in Section 4 of the ruling. In 
my opinion, and 
primary requisites 
Most of the other 
factors referred to in the ruling 
result of management financing. 


reference is 


intelligent management 
working capital are the 
of a successful business 
valuation 


are a and 


In connection with the key-man concept, 
the ruling states 


manager [notice the 
key man by use 
of the word manager] of a so-called ‘one- 
man’ business may have a depressing effect 
upon the such busi- 
a lack of trained 
succeeding to the man- 
In valuing the 
therefore, 
the manager on the 
and the 
management-succession potentiali- 
taken into 
ier hand, there 
which offset, in whole or in 


“The death of the 
subtle de emphasis of the 


value of the stock of 
ness, particularly if there is 
personnel capable of 
agement of the enterprise 
stock of this type of 


the effect of the 


business, 
loss of 
future expectancy of the business 
absence of 
tres are pertinent 


consideration. On the ot 


factors to be 


may be facto 


part, the 


loss services. 
man. ] 
business and 
of its assets may be such that they will not 


be impaired by the 


managers 


1 


| Mind you, we are talking of the key 


For instance, the nature of the 


manager 
imagine that this is what we might call 
profits l- 


inevitable collec- 


“concept of inevitable promu 
department of 


loss may be ade 
insurance, or com 
management might be employed on 
basis of the consideration paid for the 
services. These, or other 
to exist, should 
loss of the 
manager’s services in valuing the stock of 


the enterprise.” 


rmer manager's 


tfsetting if tound 


factors, 


be carefully weighed against the 


If key-man insurance is used to purchase 
the key stock 


there is no insur 


from his 
money to help 
the corporation regain the loss, if any, from 
death of the key man. This that 

insurance should have been carried— 


man’s holdings 


estate, ance 
suggests 
more 
to cover the purchase agreement and 
loss to the 


some 


some to cover the corporation. 
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Let’s look at the treatment required of 
insurance proceeds in connection with our 
problem of evaluation. On the one hand, 
the face amount of the life insurance policy, 
and not its cash surrender value, is to be 
shown as an asset of the business in arriv- 
ing at the value of the capital stock.” 

On the other hand, proceeds of insurance 
policies received on the death of a key man 
should be reduced by the loss to the com- 
pany resulting from the key man’s death, in 
valuing the company’s capital stock.” <A 
taxpayer's contention of loss arising from 
the death of a key man cannot be sustained, 
however, in the absence of proof to estab- 
lish the loss in fact.” 


Section 4.02(c) 


This evaluation factor is probably essen- 
tially a series of accounting concepts. 


Book value of the stock.—If book value 
is an accounting concept and also a legal 
fact in the absence of other evidence of fair 
market value, a note of caution by a recog- 
nized group of accountants is in order 
Terminology Bulletin 3, 
issued in August, 1956, the American In- 
stitute of Certified Public Accountants, 
through its Committee on Terminology, stated : 


In Accounting 


“Book value is to be distinguished from 
such terms as fair or market value or liqui- 
dating value, in that it [book value] refers 
to amounts reflected on accounting records 
and in financial statements.” 

Further on, the bulletin “Book 
value signifies the amount at which an item 


is stated in accordance with the accounting 
principles related to the item.’ 


states: 


Accountants, therefore, do not pretend 
that book value means fair market value. 
Book value, to the accountant, is the net 
result of applying accepted accounting prin- 
ciples to items of income, costs, expenses, 
assets and liabilities. 
term “book value” can be 
misleading or misinterpreted, the bulletin 
asks the accounting members to 
avoid use of the term in published state- 
ments, and to substitute, instead, descrip- 
tive phrases that explain the basis on which 
figures are entered in the financial statements 


Because the 


society 


When such an authoritative body as the 
American Institute of Certified Public Ac- 


” Annie S Kennedy, CCH Dec. 1523, 4 BTA 


330 (acq.);: Estate of W. A. Blair, CCH Dec 
1658, 4 BTA 959 (nonacq.); Jn re Reed’s Estate, 
243 N. Y. 199, 153 N. E, 47 

1: Sterling Newell et al., Ezxrs. 
Cc. C. Ingalls) v. Commissioner, 3 ust« 
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countants takes such a position on an essen- 
tially accounting concept, tax practitioners 
and revenue agents may well question the 
tendency to accept book value at face value. 


Financial condition of the business.—As 
the revenue ruling points out, the financial 
condition of the business can be understood 
only by analyzing comparative balance 
sheets over a period of years rather than by 
using merely the balance sheet near date 
of death (or option date) 

The ruling’s reference to balance sheet 
ratios (current ratio, etc.) can be mislead 
ing. Ratios cannot be applied to any busi- 
ness, indiscriminately, in trying to evaluate 
its financial condition. 

In a lumber operation, for example, stand- 
ing timber (which is a few steps removed 
from inventory) is carried fixed 
Consequently, the current ratio may 
appear to be a poor this pre- 
inventory item is not showing among cur 
rent Conversely, in advertising 
companies, there is normally no need to 
invest substantially in fixed assets. Conse 
quently, a current ratio in such advertising 
companies may be greater than 2 to 1, since 
earnings do not have to be plowed back 
into fixed assets, and yet the particular com 


among 
assets. 


one, since 


assets. 


pany may be mediocre 
(See further 
(e) and (f).) 


below for Section 4.02(d), 


Section 4.02(g) 


Sales of 
being valued 
the immediate 


capital stock of the company 
that may have occurred in 
past may be of 
in determining fair market value, if the 
sale transaction was made at 


and not under forced or distressed conditions 


assistance 


arm’s length 


Revenue Ruling 54-77 states that the size 
of the block of stock factor 
to be considered The ruling further says 


is a relevant 


“Although it is that a minority in 
terest in an unlisted corporation's stock is 
more difficult to sell than a block 
of listed stock [a masterpiece of understate 
ment], it is equally true that control of a 


corporation, either actual or effective, rep 


true 


similar 


resenting as it does an added element ot 
value, may justify a higher value for a 
specific block of stock.” 

I question the logic of this statement. 


F, (2d) 102 (CA-7). (Approximately two months 
later, loss was found to be equal to the amount 
of insurance proceeds. ) 

2% Estate of 8S. A. Scherer, CCH Dee 
BTA memo. op. (pre-1928) 
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Let’s assume that the closely held corpo- 
ration with 1,000 shares of stock is valued 
at $1 million, or $1,000 per The 
valuation assumes 100 per cent control. Ii 
there is any deviation from the $1,000-per- 
value, it should be a downward revi- 
sion for a minority interest 


share. 


share 


Section 4.02(h) 


The heading of 
corresponds almost word with 
Subsection K of the Revenue Act of 1943, 
which has been continued into the 1954 Code.” 


The ruling, that 
the test should be for similarity not only 
of the type of business but also of trend of 
sales I 


this part ot the ruling 


word for 


revenue however, says 


earnings and volume of cannot 


with this 


agret 


in the same industry may 
be experiencing divergent results 
and the other, 

The reason 
company and the decline 


well be attributable 


lwo companie 
one, in- 
creasing sales and earnings, 
d clining sales and earnings 
for the rise in one 
in the other could very 
to the difference in management, equity-loan 
lease arrangement or any 


ratio,’ fave rable 


ther of a number of factors 


Chere is no statutory basis for precluding 
of one of these companies in determin 
value of the other, as long as they 


same or similar lines of business 


Section 4.02(d), (e) and (f) 


Revenue Ruling 54-77 places great em 


phasis on earnings as an evaluation factor, 
since the earning capacity, dividend-paving 
capacity and good will of the company 
forth in the (d), (e) and 


(t)) are in essence a reflection of earnings 


(set 


ruling as factors 


Accordingly, | am treating these three fac 
tors under one heading 


The ruling states that comparative 
ments ot proht 


state 
and loss adjusted for non 
obtained for the 


recurring items should be 


purpose of establishing the trend of earnings 
argument with this purpose or 
would 


I have no 
that tax 
for the company’s in 


procedure, but | suggest 
practitioners arrange 
dependent auditors to assist, by reference 
to their 
mination of unusual or nonrecurring trans 
which should be 


“normal” operating statements 


permanent audit files, in the deter 


actions eliminated in 


arriving at 


The ruling points out that dividend-pay 
ing capacity, which is predicated on earn 
ings, is a more reliable guide for valuation 


" 1954 Code Sec. 2031(b) 


Estate Valuation of a Going Concern 


than is the actual record of dividends paid 
(in the closely held corporation). 

I have no argument with this general 
statement, but I would point out that this 
factor apparently would give consideration 
to a young company requiring substantial 
plow-back of earnings into fixed assets, in 
contrast to an established company whose 
major plow-back problems are history. 

Now, let’s get on to good will 

Revenue Ruling 54-77 reinstates the 
A. R. M. 34 formula for determining good 
will 
a realistic sense but only by formula. 
ally, the formula definition of 
begs the question: What 


I believe that good will is that feeling 
in the buying public which makes it prefer 
one product or brand or service to another, 
manifesting | revenue 


As such, good will is not defined in 
Actu- 
good will 
will ? 


‘5 good 


itself in higher 
or gross sales to the company having such 
preferred acceptance 


gross 


could be the result 


following factors 


Consequently, good will 


of one or more of the 


(1) accumulation of advertising efforts; 
(2) imaginative designing, color and lines; 
(3) superior products or services; 
(4) competitive pricing; 
(5) superior merchandising techniques; 
(6) superior salesmanship; 
(7) advantageous location or leases; 
(8) advantageous club memberships; 
(9) preferred revenue contracts or affilia 
tions; 

(10) patents and copyrights; 

(11) franchises and licenses; 

(12 advantageous personality mana 
gerial employment contracts; 

(13) restricted competition; 


(14) 


Whether that company will sh 
net profit 


aggressive management 


wa better 


than its competitor depends on 


the calibre of management, sources and 


costs of materials, costs of 
and skill of the 


of debt to equity, to 


transportati 
efficiency work staff, ratio 
name a few factors 


However, let us assume that good will 


is—as per formula—the excess of net earn 


ings over a fair return on net tangible assets 
The key word is 


“earnings,” which is an 


accounting concept 

My concern is that earnings can be grossly 
misleading in the endeavor of determining 
the fair market value of stock in any com- 
pany, whether closely held or publicly held 
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To do injustice is more disgraceful 
than to suffer it.—Plato. 


Earnings, being an accounting concept, 
are subject to substantial fluctuation in the 
event of major changes in accounting poli- 
cies of the corporation, such, for example, 
as going from FIFO to LIFO inventories, 
and changes in depreciation policies. 

But I am most concerned with earnings 
because earnings can be very deceptive and, 
unless understood, can conceivably result in 
an unrealistic evaluation of a business. If 
earnings are not realistically interpreted by 
management and their accountants, the results 
could be catastrophic.“ Let me illustrate 

Suppose a corporation manufactures canned 
goods, requiring extensive and costly ma 
chinery. Let’s say that a case of canned 
goods costs $5 and that the net selling price 
is $5.38, giving us a 38-cent profit or a 7 per 
cent return before taxes. Let us suppose 
further that 50 cents of the $5 cost repre 
sents depreciation on old machinery, but 
that new and needed replacement machinery 
will result in $1 of depreciation. Until such 
time as the new machinery is needed, man 
agement considers the business successful 
Actually, however, the 38 cents of so-called 
profit (before taxes) is less than the addi 
tional 50 cents of depreciation cost necessary 
to replace equipment and stay in business 

Many stockholders receiving dividends 
today may be receiving money that should 
be retained in the business to replace fixed 
assets. Stockholders may therefore be drawing 
out replacement capital instead of dividends 

Labor leaders, in their endeavors to 
obtain annual or periodic increases in the 
pay of or benefits to union members, aggravate 
the problem of replacement of capital assets 
and may be undermining the security of the 
jobs of the men and women whom the labor 
leaders represent, if they fail to give ade 
quate consideration to this problem of inflation 

The accounting profession is gravely con 
cerned with the matter of realistic statement 
of earnings, in view of inflation 


In December, 1947, the American Insti 
tute of Certified Public Accountants, through 
its Committee on Accounting Procedure, 
issued Bulletin 33,” which approved a charge 


%* See Leonard Spacek, ‘‘Challenge to Public 
Accounting,’’ Harvard Business Review, May 
June, 1958 

% Accounting Research Bulletin No. 33, De 
cember, 1947 


against surplus (but not income) in antici 
pation of replacement of productive facilities 
in cases where gross differences existed 
between cost and current values of such 
facilities. One committee member out of 21, 
Mr. C. Oliver Wellington, dissented, be 
lieving that depreciation of the dollar was 
so great that recognition of inflation should 


be shown in all ledger accounts relating to 


depreciation or depreciation reserves 

Then in October, 1948, the committe: 
reaffirmed its opinion.” Four of the 21 
members dissented — Messrs. Broad (the 
committee chairman), Paton, Peloubet and 
Wellington. The dissenters said they be 
lieved inflation had proceeded to such a 
point that original dollar costs have al 
ready lost their practical significance and 
they stated that where depreciation is an 
important element of cost, the advantages 
which would result from a basic change in 
accounting treatment outweigh the possible 
disadvantages which have been advanced 
against it 

In 1953, this accounting bulletin and reat 
firmation letter were incorporated into the 
Restatement and Revision of Accounting 
Research Bulletins as Part A of Chapter 9 
thereof.” 

At this point, six members (Messrs 
Andrews, Peloubet, Peoples, South, Well 
ington and Williams) dissented. 


The dissenters believed that financial 
statements should be prepared on the basis 
of charging the inflation factor for replace 
ment cost against income, and not against 
surplus 

In April, 1958, the ‘echnical Services 
Department of the American Institute of 
Certified Public Accountants released its 
report on the opinion survey on price-level 
adjustment for depreciation.” Of the 406 
business executives and educators who re 
sponded to the questionnaire, approximately 
three out of four favored reflection of the 
inflation factor in corporate reports to stock 
holders (assuming that an acceptable mean 
of measuring the effect of inflation is avail 


able). In addition, a slim majority of the 
1; 
| 


75 per cent majority favored mandatory 


closure of the inflation factor in the reports 


My reason for going into such detail con 
cerning the activities of the American Insti 
tute of Certified Public Accountants in the 


“ Letter to members of The American In 
stitute of Accountants (Certifled Public <Ac¢ 
countants), October 14, 1948 

% Accounting Research Bulletin No. 43, June 
1953 

% The Journal of Accountancy, April, 1958, 
p. 36 
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held of price-level adjustment is to point 
out a real and substantial problem involved 
in the interpretation of the earnings record 
of any enterprise that has a relatively large 
amount of depreciable assets. Since earn- 
ings represent three evaluation factors rolled 
into one, in Rev. Rul. 54-77, an understand- 
ing of the earnings concept is essential to 
a determination of the fair market value of 
any going concern. 

In the determination of the fair market 
value of a going concern constituting part 
of an estate, it may be well to ponder the 
deep significance, in my opinion, of the test 
of accounting set forth by the American 
Institute of Certified Public Accountants: 


“Accounting is essential to the effective 
functioning of any business organization, 


particularly the corporate form. The test 
of the corporate system and of the special 
phase of it represented by corporate ac- 
counting ultimately lies in the results which 
are produced. These results must be judged 
from the standpoint of society as a whole 
not merely from that of any one group of 
interested persons.” ws 
There is no question in my mind that 
recognition should be given to all substantial 
and determinable matters, including infla- 
tion, in reports of earnings, so that society 
as a whole may be assisted in determining 
the real earnings of companies. If earnings 
thus stated, they will be meaningful, 
also, for the purpose of evaluation of the 


[The End] 


going concern 


ACQUIRING CORPORATE BUSINESSES 


—Continued from page 484 


a net operating loss carry-over, and 

acquiring corporation wants to apply this 
Carry ‘r against its own tuture income, 
it must acquire M’s assets in a nontaxable 
asset acquisition For each 1 per cent 
equity in the acquiring corporation that M’s 


} 


stockholders receive in such an acquisition, 


the acquiring corporation will succeed to 5 


per cent of M’s loss carry-over; if the M 


stockholders receive a 20 per cent equity 
interest, the acquiring corporation will suc 
ceed to all of M’s loss carry-over 

If the acquiring corporation acquires 
M’s stock in a nontaxable acquisition and 
operates M as a subsidiary, M will keep 


its loss carry-over and may offset sucl 


i 
carry-over against its own ftuture mcome, 
including income on any new business in 
which it engages; but the acquiring cor 
poration may not offset M’s carry-over 
against the acquiring corporation’s own in 
come The same is true if the acquiring 
corporation acquires M's stock in a taxable 
transaction and does not liquidate M, except 
that in this case M will lose its loss carry 
over if it ceases to carry on a business sub 
stantially the same as it conducted before 
the acquisition. If the acquisition is a tax- 
able asset acquisition, M’s loss carry-over 
will be eliminated. 


Basis and Other Tax Attributes 


A third consideration is whether M has 


a high basis in its assets or other tax 


% Par, 1, Introduction to Accounting Research 
Bulletin No, 43 


Estate Valuation of a Going Concern 


corporation 

basis of M’s 

their value, the 

acquiring iT ion ill want to keep 
M’s basis; to do this it must either acquire 
M’s assets in a nontaxable asset acquisition 
or acquire M’s stock in a taxable or non- 
taxable stock acquisition and hold M as a 
subsidiary. Conversely, if the value of M’s 
their basis, the acquir 

step up the 

value that it pay or them; 

this it must either purchase M’s 

in a taxable tr purchase 

k and commen o liquidate M 
I onsiderations 

tf M’s other tax attributes, 


17 
i i 


as capital loss carry-overs and advan- 


ous accounting methods; if the acquir- 


corporation wants to obtain benefit 
such attributes, it must acquire M’s 
in a nontaxable acquisition, or ac 


M’s stock and operate M as a sub 


often there ar 1uch mor rtant co 
siderations than t: Ol ratior M 


over, it 1S necessar\ 


n 
ore- 
income 
uid franchise taxes, 

employment taxes, sales taxes, gross re- 
ceipts taxes and other taxes, as well as 


[The End] 


federal income taxes 
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The Case for Discovery Procedure 


The Federal Rules of Civil Procedure apply to litigation 


in the federal district courts. 


In these courts—but not in the Tax Court— 


there can be full and equal disclosure of all evidence before trial. 
Mr. Kaminsky discusses the rules of the Tax Court, 
pointing out the need for discovery procedure to get at the merits of a cause. 


September 16, 1939, the date when 
Rules of Civil Procedure 
litigation in the district 
courts has proceeded in an atmosphere of 
full and equal mutual disclosure of all 
evidence before trial. Mr, Justice Murphy 
has summarized the advantages of these rules 
“The 
now 
pre trial 
and clarify the 


INCE 
S 


~ the Federal 
became effective, 


various instruments of discovery 
a device, along with the 
under Rule 16, to narrow 
between the 
parties, and (2) as a device for ascertaining 
information as to the existence 
or whereabouts of 
Thus civil trials in the 
need be carried on in the 
Che Way Is 
recognized 


obtain the 


the issues 


serve (1) as 
hearing 
basic issues 
the facts, or 
relative to those 
federal courts 


dat k 


tacts, 
issues, 
no longer 
consistent with 
privileges, for the parties to 
fullest knowledge ot 
and trial.””? 


now clear, 
possible 


facts before 


It can readily be visualized, also, that 
under rules which call for the fullest airing 
of all the trials in federal 
courts become proceedings in whicl 
focused 


this 


material tacts, 
have 
the emphasis has been completely 
on the merits of the cause. It is for 
arisen So 
the need 


Court’s 


reason that there has recently 
about 


the Tax 


much insistent discussion 
for a similar 


Rules of Practice.’ 


change in 


To fully appreciate the effect of the widely 
different procedure in the Tax 
Court and its effect upon many a 
petitioner's case, it is also necessary to 
comprehend the interrelation of pleadings 
and When pro 
cedure is available, the pleadings recede in 
vital clues to the adver- 
needed, if the 


present 
adverss 


discovery procedure such 


importance. The 
sary’s case which are issue 
1 Hickman v. Taylor, 329 U. S. 495 (1947) 
2 William H. Bowen, ‘Discovery in the Tax 
Court: Why Not Follow the Federal Rules?’ 
44 American Bar Association Journal 129 
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is to be met squarely, become available 
through such proceedings, and the sketchi 
ness of the pleadings tends to lose its efh 
cacy to produce surprise at the time of the 
trial. But when discovery procedure is not 
available, the pleadings are the only 
able information, 
possible for an adversary, by skillful plead 
ing, to postpone and even avoid disclosure 
of important information 


affect the decision 


avail 


source tor such and it is 


which can \ itally 


of details in the usual statu 
and in the Com 
answer to the petition is a 


The paucity 
tory notice ot 
mussioner’s 


deficiency 
matter of common knowledge and dissatis 
Che combination of 
pleadings and lack of discovery 
has often proved to be 


faction. inadequate 
machinery 
an insuperable ob- 
stacle to a petitioner's cause, and many a 
practitioner has reluctantly forced to 
the conclusion that the 
more 


been 
government is much 
cases than it is 


interested in winning 


in the merits of the controversy 


that the Tax ¢ 
to the danger. But the 
policy of liberally granting “Motions 
for Better Statement” signifies the election 
of the court to rely on the enforced ampli 
fication of pleadings 
covery procedure.’ 


doubt 
much alert 


There is no ourt 
is very 


new 


rather than on dis 


“Furthermore, the taxpayer is entitled to 
know what the facts upon which the 
Commissioner relies to prove fraud so that 
he can prepare his defense and not be taken 
by surprise, and it is essential that the facts 
sufficient detail that 
admitted or denied 
the facts 
reduced in that fashion to a minimum, thus 


are 


be pleaded in each 


allegation may be and 


the area of disagreement as to 


' Grace Licavoli, Memorandum to Accompany 
Order, CCH Dec. 21,846(M), 15 TCM 862, aff'd, 
58-1 ustre © 9281 (CA-6) 
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in the Tax Court 


By MICHAEL KAMINSKY 


effort and 
including the Court. 
in x Court pleadings, 
trial procedure 1s 

d under which the taxpayer 


which 1s 


conserving the time, 


of all 


expenst 


concerne d, 


same information 
(Italics supplied.) 


With utmo | ence it is, 
] 


neve! 


he submitted that no amount of ampli 


he ples ling can be made to 


1 adequat mcovery procedure 


ubmitted that the substitution of 


also s 
amplified pleadings fe very pre cedure 
t justified 


is m by law 


federal judici 


of improvi 


the purpose 


modern practice, 


nded 


“Tt is recognized 
been ] 


ul < act 1 ig mechanism 


success! 


them to serve 


1 1 
ontiy in Making 


present 
presen 


and not 


rules im] 
upon the litigants, 


of guarding against judi 
may result from the sup 


Moreover, the 


make the necessary m 


evidence petitioner 


suurden ti 


lressed to the discretion of the court 
Practice 1012 

procedure in the fed- 
without 
Rules of 


Moore's Federal 
Deposition-discovery 
courts is generally carried on 
supervision (Rule 26, Federal 


eral 
judicial 
Civil Procedure) 
rhe Rule-Making Act of 1934 limited the 
courts for which the Supreme Court could pro 
mulgate rules of procedure The statute read 
district courts of the United States.”’ 
Rules 1 and 81, Federal Rules of Civil 
cedure 
* Katz v 
F. (2d) 957 (CA-2) 
¢ 9731, 226 F 
den 350 U. S. 993 


footnote 3 


Pro 


51-1 ustc { 9285, 188 

Commissioner, 55-2 
721, 722 (CA-7), cert 
Licavoli, cited at 


Commissioner, 
Starr 1 
(2d) 


Grace 


Discovery Procedure 


7 ALS 


and to sustain by argument (usually in 
Washington) a demand for information 
which, in every other tribunal of the country, 
matter of unquestioned right. 
The machinery remains singularly unique, 
and uncertain. In 
controversies, the relief will 
probably remain a luxury too expensive for 
most petitioners. In 
it cannot be hoped that the “tougher” policy 
will tend to make the Commissioner’s plead- 


Is his aS a 


cumbersome, expensive 


the smaller 


these circumstances, 


ings any franker or fairer, except in obedi- 
ence to a specific order by the court entered 
in the individual case. 
1 
i 


Final V, discov- 


Tax 


that the 
the statutory rule in 
Court proceedings: 


it is submitted 


ery procedure is 


Because of the limitations in the grant 


pos 


federal 


authority,® it 
sible to extend the scope ft the 


of rule-making Was not 


Tax Court among 


was to be 


rules to also include the 
procedure 


regulated by the rules 


the courts whose 


Presumably, by 
reason of the c mplete sile1 » of the rules 


with reterence to the Tax Court, appellate 


have reaches the 


courts specific conclu- 


proceedings in that court 


appellate courts have, indirectly, re 


i 
the federal rules as a guidepost in r 
decisions involving the 
from the Tax Court 


The 


inherent in 


D 
pl 


inconsistency seem 


these however 


rtions 


have been inco1 


he Vax Court I 
specine provision 
terence which 
made mandat terms of s 
icted Phe 
latter de¢ 


an assumption that 


separately ens rational 
grounded 


” > 
Section 7482 


sions must he 


1954 Code 


these 


Rule 52(a)—Reynolds v 

s © 10.0383 (CA-4) Rule 73—Penwell v. Neu 
land, 50-1 us 9279, 180 F. (2d) 551 (CA-9) 
” “See. 7482. Courts of Review 
(a) Jurisdiction.—The United 

of Appeals shall have exclusive 
review the decisions of the Tax 
provided in in section 
the United States 
and to the 
district 
jury 


be final 


Commissioner, 57- 


States Courts 
jurisdiction to 
Court, except 
1254 of Title 28 of 
Code n the same manner 
decisions of the 
actions tried without a 
and the judgment of any such court shall 
except that it shall be subject to re- 
the Supreme Court of the United States 
certiorari in the manner 
1254 of Title 28 of the 


same extent is 
courts In civil 


view by 
upon 
sectior 
Code 


provided in 
United States 
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Michael Kaminsky is a member 
of the New York City bar. 


requires that the pertinent federal rules be 
applied by reference in such appeals. 


But even without the aid of an assump- 
tion, it seems entirely logical and proper 
to grant that the ruling precedent or law 
applicable in any controversy can be found 
in a separately stated statute or decision. 
There rule of construction to the 
effect that a ruling precedent must be found 
within the four j 
or decision. Moreover, since it is the nature 
of the Tax Court rules which are the sub 
ject of the inquiry, it is submitted that the 
Internal Revenue Code, rather than the ted- 
eral rules, should be examined for the 
purpose of determining the statutory rule. 
The of the federal rules cannot be 
determinative in the of an affirmative 
provision in the Code. 


It, therefore, essential that for 
this purpose, Section 7453 of the 1954 Cod« 


no 


18 


corners of a single statute 


silence 
tace 


becomes 


be carefully analyzed 
7453 
and Evidence 

‘The 
its divisions 


“Sec Rules of Practice, Procedure, 


proceedings of the Tax Court and 
shall be conducted in accord- 
rules of practice and pro- 


(other than rules of evidence) as the 


ance with such 
cedure 
lax Court may prescribe and in accordance 
of evidence applicable in 
trials without jury in the United 


District Court of the District of Columbia.” 


Although that rules ot 
evidence applicable in nonjury the 
United States District Court of the District 
Tax Court pre 


with the rules 


a States 


the 


trials in 


it 1s cleat 


of Columbia govern in ceed 


the language of the section, neverthe 
(1) 
It is necessary to particularly identity the 
and (2) a rules 
rf procedure must be established, segregat 
truly procedural and those relat 
(The very language of the 
the that rules of 


are part of the rules of procedure.) 


less, generates two threshold questions: 


specific rules, dichotomy of 


ing those 
ing to evidence 
statute theory 


recognizes 


evidence 


The 
There 
regulate 
the 


District 


first question finds a ready answer 
federal rules 
testimony 
District Court 
and, 


exists no doubt that the 
the 
United 


or ( 


trials 
of the 
that the 


; 
ol 


taking of 


states 


in 
in 
olumbia hence, 
rules the 


in that court 


federal are controlling rules 


evidence It is, therefore, pos 


sible to 


positively identify the federal rules 


Rule 44(a) (as amended 8/22/57). 
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as the codification, so to speak, which in- 
cludes the rules of evidence which Section 
7453 of the 1954 Internal Revenue Code 
absolutely prescribes for use in Tax Court 
Therefore, it should follow 
that it must be accepted that some portion 
of the federal rules have been, by reason 
of Section 7453 of the 1954 Internal Reve- 
nue Code, incorporated into the Internal 
Revenue Code with the same effect if 
such portion had been specifically enacted 
into the Code. 


proceedings. 


as 


That very conclusion is also inherent in 
the last Rule 3l(a) of the 
Court rules 

“With to the examination of 
unwilling or hostile witnesses, see Rule 43(b) 
of the Rules of Civil the 
United States District 

Also 


rule ™ 


sentence of Tax 


reference 


Procedure 
Courts.” 


tor 


Court 
sub 
rules 


Tax 
issuance 
the 


significant the 
which permits the 


in blank, as do 


There remains, then, the second question 
It should be recognized here that the classi- 


1s new 
ot 


poenas tederal 


fication of a rule as one of evidence in those 
courts automatically becomes the classifica- 
tion binding in the Tax Court. The dichotomy 
of the federal 
completely controlling 


rules must be accepted as 


If, then, the Tax Court's decision in Grace 
Licavoli, cited at footnote 3, 
Rule 3l(a) reconsidered in the light of 
the Tax lack of 
thority in relation to rules of evidence, 
must be forced to the 
Court is convinced 

provided by the 
rules of procedure, If, t 
Tax Court the 
discove rules 


and Tax Court 
are 
Court’s recognized au 
one 
that the 


the discovery 


conclusion 
that 
teck ral 


the 


Tax 


rules rules 


are 
contrary, the 
opinion that. the 
of evidence, its 
decision not to provide discovery would be 
difficult, indeed, 


The the 
duced to that which simply requires a detet 
mination Federal Rule 4. 
(the only one actually titled ‘“Evidence’’) 
constitutes the sum and tota] of the evi 
dence rules established in the federal rules 
It submitted that, in the inquiry, if it 
can also be demonstrated that the federal 
rules which provide discovery rules of 
evidence, too, should that Sec 
7453 of 1954 
those 


were oft 


ry rules were 


to jyustity 


nub of question can thus be re 


to whethe r 


as 


1s 


are 
it 

the 
incorporates 


be c k ar 
Internal 
rules 


tion 
Code 
Pax Ce 


Revenus 


as well into 


urt practice 

Although $3 of the Fe de ral Rules of 
Civil Procedure is the only rule which bears 
the heading “Evidence,” it must be ob 


Rule 
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served that the language of the rule indi- 
cates that it is only a general rule; it gives 
notice that there are exceptions elsewhere. 
It commences with the statement, “In all 
trials the testimony of witnesses shall be 
taken orallyrin open court, unless otherwise 


provided by these rules.” (Italics supplied.) 


It would seem difficult to sustain a posi- 
tion that Rule 43, which establishes only 
the general procedure for the taking of 
testimony, constitutes the only rule of evi 
If the 
dence, the 


similarly be 


dence general rule is one of evi 


rules stating the exceptions must 
included within the same class. 
It therefore becomes necessary to ascertain 


the rules which apply in the case of exce] 
neverthe 


tional circumstances, but which 
less govern the 


taking of testimony 


The basic authority for discovery deposi 


} 


tion procedure is Rule 26, of which the first 


sentences are 


When 


May 


Depositions 


May Be Taken. 


take t testimony of any 


including a party, by 
examination, or 


the purp t 


deposition 
written interroga- 
discovery or for 
action or for both 
(Italics supplied.) 


point which is important 
26, although not 


same heading, concerns itself 


incorporated 


taking of testimony 


Rule 43 } listin n 


as much with the 


does between the 


1 
two rules 1s time and place 


Testimony lurin th : must be taken, 
under Rul 


before 


open court; testi 


mony thus restrict 
26 ) i] , however, regulate 


testi 


Rule i 
taking of mo and, hence, are clearly, 
it is submitted, rules of evidence As Mr 


Justice Murphy said 


“The deposition-dis¢ ry procedure simply 
t h the 


time ot 


} 
( 


advances disclosure 
trial 


hus reducing the 


be compeé | l r 1 tne 
( period pt 
ssibility of surprise 


\ distinction between 


cannot 


and 26 
subject mat 


Rules $3 


be drawn by reason of 


ter, and, theretor . a refusal to recognize 


Rule 26 as a rule of evidence would seem to 


be justified only by reason of the difference 
in the during 


However, the 


stage of the proceedings 


which they are applicable 


lrawing of such distinction, it is submitted 


is completely unwarranted because the fed- 
eral rules specifically describe the procedure 


at both stages as part ot the taking oO 


- Case cited at footnote 1 
See work cited at footnote 4, at 


Discovery Procedure 


trial. In this integration, it 
seems clear, the federal rules are the final 
authority within the intendment of Sec- 
7453 of the 1954 Internal Revenue 


mony for the 


tion 
Code. 


Moreover, it is the precise design of the 
federal rules to accomplish a division of 
rules of into those governing at 
the trial and those governing prior to the 
moment of trial. The need for that division 
dictated by the failure of the prior 
under the Rules of 1912, 
to prove themselves adaptable to modern 
trial 7 Moore’s com- 
ment is, “the chief change made by the 
Federal was the f 
conditions upon the taking and making them 
applicable only upon the use of depositions 
trial.” * 


evidence 


was 
practice, Equity 


conditions.” Professor 


Rules removal of these 


be fe re 


Moore als Is T 


Title 28 


Furthermore, Professor 
the opinion” that 
of the United States Code, whic 
acted by the Judicial Code of 1948, were in 

that the federal rul had 
“superseded the prior statutes dealing witl 
Undoubtedly, 


have been 


the changes 


were el! 
full recognition 


ns and discovery 


least, the equity ru 
1. In short, 


vidence in the 


wae 
le there are no rules 


district courts relating 


3 discovery in nonjury cases 
} 


promulgated in the federal 


respect, they remain 


Court 


since 


the present Tax rules 
constitute the pt 

f independent rules of evidence, a1 

this respect Congress has clearly withdrawn 


1m the court 


subscribes completely to the 


yngress has acted neither 


fairly in its failure to 2 
full statu 
full t 


coequal 


tax lit 


is available 
controversy distric 

extent, Congress has reserved, 
] some portion of sovereig 


rleé United 


other 


states, not sim 
‘oequal jurisdictions 


submitted, was 


writer 
Court ontinue 
trom the question ¢ 
has been found 


[The End] 


1028 
1028 


petuates a procedure 


wanting im the district 


"See work cited at footnote 4, 
'See work cited at footnote 4, 


at p 
at p 
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Federal Taxation of the Income of 


By LAURENCE M. CHANNING 
Boston Attorney 


QIN E 1936 it has been possible, through 
— the medium of the regulated investment 
company, to 
trust tor 


organize a corporation or a 


the purpose of providing expert 


centralized nianagement to the 


investment 
securities-investing public free of corporat 
liability under the 
laws.’ If the income of these in- 
vestment companies were subject to corporate 
tax at today’s rates, it is plain that they 


could not survive, because it is inconceiy 


income tax federal in 


come tax 


able that their members would pay one half 
of their in addition to the 
vestment service, tor 
But protecting shield of tax ex- 
emption, their growth has been tremendous,’ 
and it seems universally that 
they perform a valuable national service in 


income, cost of in 


expert management 


under the 
recognized 


making the capital of innumerable small in- 


vestors available to industry. 


In direct contrast to the 


regulated 


tax status of the 


investment company is the tax 


In contrast to ordinary 
investment companies enjoy 
eral taxation Thus, the 
shareholder is not 
layer of taxes 

Special tax laws affecting investment com- 
panies are based on this principle: the invest 
ment company shareholder should be 
income and realized capital gains 
as if he were investing directly in general mar 
ket securities With certain minor exceptions 
the investor neither loses or from a tax 
standpoint, as the result of using the invest 
ment company medium (Arthur Weisen- 
berger, Investment Companies (1957 ed.). p. 91.) 

? See work cited at footnote 1, at p. 19 Mr 
Weisenberger says that total assets of securities 
investment companies increased from $1 billion 
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corporations, most 
freedom from fed- 
investment company 
hindered with an additional 


taxed—on 
substantially 


£ains 
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position of entities ranized and existing 


as media for public investment in real estate, 


whose income and taxed 


industrial corpo 
may be 


is primarily rent 
as the income of ordinary 


rations ts taxed, It generally 


forgotten, but it is nonetheless the fact, that 


now 


the first prototypes of investment media for 
the pooling of the funds of 
were the real estate trusts 

trusts 


small investors 


Before securities 


investment became a 


factor m_ thie 


economy * there were many real estate trusts 


(and a few corporations) organized as in 
vestment media in real estate (principally in 
Massachusetts), owned by substantial num- 
bers of people and with transferable shares 
enjoying active markets. Early in the cet 

tury they did yeoman service by providing 
West Pres 
ently only a tew of these trusts remain. The 
table on pages 506 and 507, 


capital for development of the 


prepared by a 
real estate broker and consultant, is an anal 
ysis of principal features of the financial state 
ments of the most real 


nvestment trusts (and corporations) whose 


important estate 


shares are traded in the over-the-counter 


market in Boston and have a claim accordingly 
to “public oe as 


distinguished from “family” 


in 1940 to $10 billion at the end of 1957 
2.7 million shareholders 
Part of the growth in assets has, of course 
been due to the general advance in mutual funds 
since 1940. Gross sales of these companies were 
over 1.3 billion in 1956, more than 27 times the 
comparable figure for 1941 
In the United States the 
pany idea started slowly Prior to 1920 very 
few companies were organized, most notably 
Boston Personal Property Trust in 1894 and 
Railway Light Securities Company (now Colo 
nial Fund) in 1904. Gradually during the 1920's 
the movement began to develop speed By the 
time of the 1929 crash, investment companies 
had become a prominent part of the American 
(Work cited at footnote 1, at p. 16.) 


with 
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Looking at the investment company as a conduit of income, an appropriately 


organized and administered investment conduit can pass on to its members 
free of corporate income tax the dividends and interest it receives on its 


investments. 


But a conduit cannot be organized to pass on rents free of 


such tax. The purpose of this article is to examine the question of whether 
or not, and to what extent, as a matter of fiscal theory and equity, 


entities organized as investment media in real estate are entitled to the 


same income tax treatment as 


status. No tl di of fe 


extent to 


, and the 
entities own proper- 
from Boston 
rrust of America, by far 
important 


rmatior 
these 

ties in locations remote Real 
Estate Investment 
+) 


he largest. owns properties 


Washington, D. C 
Virginia, to 


Detroit, Kansas City, 
and Nort ilk 


mention a lew lo 


relation of net 


cations, Note particularly the 


} 


hook value to awwrewate share market value 


Varket values of real estate assets, the writer 


is assured, exceed book values by a very sub 
stantial marg:n; it is probable that in many 


aggregate market share value is not a 


great deal more than half current asset 


cases 


} 
value 


that the failure of real 


trusts to grow 


It would seem 


estate 


investment and con 


tribute more to the national economic lite 


is due in substantial part to the double tax 


to which their income is subjected. Because 


the real estate investment trust is taxed at 


the return to the 


he return he 


the regular corporate rate, 
shareholder therein is but half 
would receive if he owned the 
Accordingly, 


vestment trust 


property di 


rectly it is not possible for in 


manager to organize new 


entities tor real estate investment r, except 


mstances, tor existing 


operties, the 


investor new 


venture must my t re ughly twice as many 


dollars to ensure a given return as he would 


need to commit to ensure the same return 


from an investment in a regulated invest 


ment company, or a direct investment in 


real estate or securities 

‘The President's memorandum and pertinent 
excerpts from the House committee's report are 
quoted in footnotes 27 and 28, respectively 

° Before embarking on his voyage of explora- 
tion, the writer must confess that while he has 
no connection whatever with the management 


of any real estate trust, he has represented 


Real Estate Investment Companies 


investment media in 


the securities field. 


Real Estate Investment Companies 


oday an 
dministered in- 
ts members 


dividends 


vestments 

O pass on 
a distinction 
securities mn 
if dividends 
1956, $392 and 
6264), placed the 
tate investment tru on the 


which 
es same 
oting as the regulated securities company 
lar as Corporate income taxation is con- 


file d I 


men Simpson ot 


cerned, were Congress by Congress 

Pennsylvania 

Keogh of New York (D.) l} 

amended, orted l 
ommittee on Ways and Means and 


House 
both Houses of Congress, but was 


was tavorably re] 


passe d 


vetoed by the President, who appended a 


‘ 


memorandum of his reasons 


Scope of Discussion 


The purpose of what 
Is to 
ot, and to what extent, ¢ 
and of equity, « 
investment media in real 


examine the ques 
theory 


+ t} 


oO the same income tax tt 


ment media in the securities field 


shareholders in such trusts in their relations 
with managements and did perform an 
auNiliary role in attempting to procure the en- 
actment of H. R. 4392. For this reason he can 
not assert he has no reason to be biased in this 
matter; he can say the opinions expressed here- 


inafter are entirely his own 


such 
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exemption of dividends and interest in the 
hands of securities investment media, and if 
there is, the second question arises—whether 
such justification and reasons apply to rents 
by investment entities in the real 
estate field. Hereinafter, the writer will at- 
tempt to develop and defend the position 
that while there are differences, there is no 
sound basis for 


received 


distinction between 
media and their income of 
dividends and interest, on the one hand, and 
real mduits and their 
rental income upon the other hand; that the 
income of both should be exempted from 
income tax (with safeguards); that 
no statutory exemption should have been re 
quired either that the 
therefor arises virtue of 


secur 


ties investment 


estate investment c« 


proper 


° and 
1 
ony 


Tor necessity 


by untortunate 


judicial decisions 


History of Exemption 
of Investment Companies 
The 
given investment companies by the 
\ct of the 
action of economics on a 
by a complex 
and judicial in retation 
cinctly expr 
that 
inc 


atutory exemption trom income tax 


Revenue 
the 
situation 


1936 was outcome of inte! 


legal 
legislation 


Suc 


created history ot 
thereot 
yf this his 
Act of 
corporations 
profit the 


end result 


prior to the 
prior t the 


tory was Revenue 
1936, for 
and 
same thi 


ome tax purposes, 


trusts organized tor were 


ng when they “carried on business, 
which was deemed to include the investment 
and reinvestment of funds entrusted by their 


s to their whether in real estate 


member care, 
Hughes's 
in 1935,° this 


Investment companies, 


securities. Prior to 
the Morri 


result was uncertain 


or in Justice 


decision in ssey case 


then a growing factor in our economy, were 


about equally divided on organizational lines 


® Morrissey v. Commissioner, 36-1 1 
296 U. S. 344 (1935) 

’ The top rate prior to the 
was 15 per cent 

* For the positions of the corporate and of the 
trust forms of investment companies, see the 
Senate Finance Committee Hearings on the In- 
ternal Revenue Act of 1936, pp. 776, 779; also, 
7 Mertens, Law of Federal Income Taxation, 
pars. 41:01-41 

®* President Roosevelt's message to Congress, 
June 19, 1935: ‘‘Bona fide investment trusts that 
submit to public regulation and perform the 
function of permitting small investors to obtain 
the benefit of diversification of risk, may well 
be exempt from tax."’ 
” Mertens, work cited 
O01 and 41:02 
“When the 1936 Revenue Act was under con- 
sideration by Congress there was testimony be- 
fore the Senate Finance Committee recommend- 
ing special treatment of investment 
companies 

‘It was 
by statute 
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© 9020, 


STé 


Revenue Act of 1936 


at footnote 8, at pars 


41 


so-called 


suggested that these associations be 
clearly designated as trusts and tax- 


July, 


between trusts and corporations. The trusts 
had been taxed as trusts under the appli- 
cable Treasury regulations and wished to be 
certain they would continue to be taxed as 
such. The corporations wanted to be taxed 
as partnerships, but not so much because of 
the effect of the corporate income tax, which 
was then almost nominal by present stand 
ards,’ as because they were subject to the 
15 per cent tax on capital gains.* 


In his budget message in 1935, President 
had stated that the income of 
securities conduits might well exempt 
from tax,” but it was around the fear of the 
trusts that their status might be changed by 
judical pe 
culiar interests of investment corporations 
that the discussion of the Act of 
1936 revolved.” The relevant exemption it 
self amendment on the floor of the 
Senate offered by Senator Walsh of Massa 
chusetts, ot no Senate 
hearings were held and on which 
debate the 
in 


Roosevelt 
be 


interpretation and around the 


Revenue 
Was all 


on which, course, 
commiuttec 
there was 


Senate.” 


no informative 


rhe 


in 


story 18 an interesting one 


in which very 
done or 
here 


bare of 


that it shows the way impor 


tant things are sometimes happen, 


but its particular relevance 
legislative history 


what 


Is any 

thought to I 
action Hence, 
ation we are driver to 
the 
exception trom 


the 


least of 
yustihication tor 


ongress 


basic its 


our consider examin 


ing what reasons might be for im 


portant the law as it came 


to be fixed after exception was created 


Exemption Justified 
know that a 
the 


the income of regulated investment 


Speaking after the fact, 
justificat-on often advanced for 


tion of 


we 


exemp 


able as such. However, after considerable study 
there was added to the bill on the floor of the 
Senate a proposed amendment taxing them spe- 
cially, subject to certain strict limitations and 
restrictions. The definition of a ‘mutual invest- 
ment Company’ as finally incorporated into the 
1936 Revenue Act was added by the Conference 
Committee without comment. We therefore do 
not have the benefit of the usual Committee Re- 
ports explaining the reasons for the enactment 
of the legislation applicable to mutual 
ment companies."’ 

4 Senator Couzens of Michigan 
dent, while it is true that this 
submitted to a subcommittee 
I do not think the full committee 
portunity of considering the 
recommendation I merely wish to make this 
observation while I am not going to 
oppose the amendment, I think it is full of 
many possible loopholes; and I hope it will be 
watched very carefully to see that no person not 
entitled to the exemption takes advantage of 
it."" (80 Congressional Record 9070 (1936).) 


invest- 


Mr. Presi- 
amendment was 
for consideration, 
had an op- 
subcommittee’s 


because, 
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companies from federal tax, is the proposi- 
tion that the money involved has been taxed 
once to the corporation which made the 
money in the first place, will be taxed again 
when it reaches the hands of its real owner, 
and should not be taxed a third time. We 
know, too, that our present President thinks 
this is am important reason, because in his 
memorandum of veto of H. R. 4392 he says 
that “triple tax” is a factor present in the 
securities situation and absent from the real 
estate situation, which is important enough 
to differentiate the two 


We, for our confess 
trigued by the that a 
good and a triple tax is bad 
of the 
privilege otf 


to being in 
double tax is 
lf the theory 
income tax is that it is a tax on the 
measured by 


part, 
idea 


doing something 
money passing into the hands of a person, 
it should be often it is 
if in theory every entity between the 
stockholder and the sale that produces the 


but an should 


immaterial how 
laxe d; 
only be 


money 1s agent, it 


taxed once But even if we accept the basis 
of the “triple tax” argument, whatever it is, 
t seems plain that it does not carry 

tar in the 


justincation of the exemption 


question 


In the there is and has been a 
dividend credit, 


phic able to all 


first place 
presently 85 per cent, ap 


makes 


some 


which 
only 
In the second, the 


corporations, 
the effective tax on dividends 
thing more than nominal 
exemption applies not only to dividend in 
but to 1 t as \ and, of course, 


the debtor 


come 
interest to pay the 


deducted 
conditions 


earning the 


investment ¢ has it trom 


its earnings 


ompany 
Market 
made 


over the 
relatively 
stocks; 
next ten 
the fashion. The President 
least not to be discouraging a 
inasmuch as the Ad- 
ministration is apparently not opposing leg- 
which make the 
bonds tax 


last ten years have bonds 


less fashionable to investors than 


there is no guarantee the years 
will not reverse 
seems at 

measure of reversal, 
islation will 


municipal 


mcome irom 


free in the hands of 
members of investment companies,” as well 
hands of the investment 


Since 


is in the companies 


] 


themselves interest is a substantia 


part of the tax-exempt income of se 


investment media to 


urities 
which the “triple tax” 


argument can have no application, one is 


H.R 

“ According to Weisenberger, out of a total 
of some 200 regulated investment companies ex- 
tant in 1956, 15 are “‘bond and preferred stock 
funds and 48 are “‘balanced funds,"’ which of 
course own both stocks and bonds. On an asset 
basis, the bond and preferred stock funds ac- 
counted on December 31, 1956, for 1.8 per cent 
and the balanced funds for 22.9 per cent AS 
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Real Estate Investment Companies 


entitled to ask what, in principle, justifies 
a difference of treatment between interest 
and rent. Since the first is simply a fee 
paid for the use of someone else’s money, 
while the second is a charge for the use of 
are deductible 
as costs of operating a business, it is sub- 
mitted that in the hands of investment man- 
agers, both should be treated in precisely 


1 


someone else’s land, and both 


the same way, at least as a matter of fiscal 
theory. 

If the “triple tax”” reason does not 
us too far, because it applies 


carry 
only to a part 
of the income exempted, we are driven fur- 
ther afield for a more generally 
It could be, of 


t +} 


is no ground at al hat, as 


satisfying 
that there 
a medieval 


ground. course, 
really 
English king might claim the 
theory that he was the issue of somebody’s 
uncle and 
so it could be that without any 
has occupied 
to it and has 


backed its usurpation by “conquest of Con- 


crown on the 


pertect his “right” by con- 


real 


then 
quest, 
basis, the investment company 
a field which does not belong 


+ 


gress It is the view, however, 


it is submitted that 


writer’s 


that this is not the case; 


reason and justification 


idends and interest 


real 

the exemption of div 
and that the 
the exemption 
the first place 


re is very 


judicial decisions which made 


necessary were mistaken in 


Early Judicial Decisions 
The 


‘ the 


Revenue Act of 1909 he ancestor 


corporis income placed an 
excise tax upon the privi ‘ of doing busi- 
ness in a corporate 


l p i ; ntire net 


capac- 


ity at the rate of 


he act raised Ss ques 


utory interpretation hnrst— 
rt entities wer besides 


| 
corporations—never devek ped ‘ 


I 
because the Supreme Court held, in Eltot z 


220 U. S. 178 (1910), t 


under the 


trusts 


and 


But the 


l'reeman, 


were not “organized laws” 


were accordingly not covered 
problem of when an entity was carrying on 
| 


business did receive careful consideration, 
and a broad distinction was drawn by Mr 
x for the Court, in 
Tracy Company, 220 U. S. 107 
and in Zonn reat s Synd 


(1911 


Justice Dav, speaki 
4 I 


Fitnt v. Stone 


(1910). 


ite, 220 U. S. 187 


three large 
showed the 


of that date, 
at random 
bonds 
Wellington Fund 21.7% of portfolio 
Scudder, Stevens & Clark 21.9% of portfolio 
George Putnam 23.59% of portfolio 
(Work cited at footnote 1, at pp. 128, 47, 409, 
105. 401 100.) 


balanced funds picked 
following holdings of 
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BOSTON REAL ESTATE 


Date of 
Forma- 


Net 
Book 


Price 


Date of Total Per 


Entity and Type * 


Board of Trade Building Trust (T) 
Boston Pier or Long Wharf (C) 
Boston Wharf Company (C) 
Business Property Associates (T) 
Chain Store Real Estate Trust (T) 
Chicago Real Estate Trustees (T) 
Commercial Property Associates 
Congress Street Associates (T) 
Dwelling House Associates (T) 
Fifty Associates’ (C) 

Lewis Wharf Company (C) 
Metropolitan Storage Warehouse (C) 
Minneapolis Real Estate Associates (T) 
National Dock Trust (T) 


(i> 


Oliver Building Trust (T) 

Post Ottice Square Building Trust (T) 

Quincy Market Cold Storage & Ware 
house Company (C) 

Real Estate Investment Trust of 
ica (T) 

St. Paul Real Estate Associates (T) 

Seattle Real Estate Corporation (C) 

Second Duluth Real Estate Associates (T) 

Second Seattle Real Estate Corporation (C) 

South Terminal Trust (T) 

State Street Associates (T) 

Washington Building Trust (T) 


\mer- 


* (C)—Corporation; (T)—Trust 
» Average of bid and asked prices 
Minneapolis Real Estate Associates, St 


poration, Second Duluth Real Estate Associates and Second Seattle 
Trust, 


4 Consolidation of 


Estate Trustees 


Boston Ground Rent 


In the Flint case, a number of real estate 


corporations and l 


ana 
were 


a corporation owning 
leasing ore lands for a rent or royalty 
involved All 
engaged not 
but 
to 


the real estate corporations 
investing in prop 
them well; the 
company may 


not Mr 


Day held that these companies were 


were only in 


erties, in Operating as 


the 
SO oc¢ upied is 


extent which mining 


have been cleat 


Justice 
“*'We think it is clear that corporations or- 
ganized for the purpose of doing business, and 
actually engaged in such activities leasing 
property, collecting rents, managing office build- 
ings, making investments of profits or leasing 
ore lands and collecting royalties, managing 
wharves, dividing profits, and in some cases in- 
vesting the surplus, are engaged in 
within the meaning of this statute 
U.S., at p. 171.) 

% ‘The Corporation 
case, originally 
an office 


as 


business 


(220 


involved in the present 
organized and owning and 
building doing business 


as 


renting 


506 


was 


July, 


tion 


1958 0 


Figures Assets Value 


$ 981,164 $ 
578,819 
6,188,085 
1,177,366 
1,176,008 
3,627,935 
454,428 
3,992,494 
234,356 
4,459,256 
650,728 
390,955 
1,151,606 
961,463 


953,416 $ 
564,503 
4,184,189 
172,105 ] 
774,721 
158,621 
450,602 
? 241,543 
215,247 
3,152,765 1,. 
554,366 
372,17 
861,614 
855,928 


1900's 
1772 
1836 
1899 
1925 
1890 
1900's 
1902 
1900's 
1820 
1834 
1900's 
1899 
1900's 


muuu 


1900's 
1900's 


Not available 
1,046,384 949 464 
1881 8,673,374 5,872,870 
19564 
1899 
1899 
1899 
1899 
1900's 
1900's 
1900's 


18,705,529 
1,290,802 
898,697 
1,360,262 
1,579,813 
1,337,045 
1,206,819 


2,324,685 


on™ 
mt 
Rw + 
we 
oo ee | 
— oO 


= 


oS + 
wm tbo 


_ 


ty x 

> wuuI 
Ze 

td Cs 


17 4,61 
1,740.8 


+ Ww 


32 


Paul Real Estate Seattle Real 


teal Estate Corporation 
Estate Trust and Western 


Associates 


Boston Real 


on business.” On the other 
Zonne case, the power of the 
corporation involved limited by 
to holding a piece 


under lease to one tenant for 


all “carrying 
hand, in_ the 
was its 
of prop 
130 years, 
and distributing the rents 
to its stockholders; it was held not taxable 
as it had “wholly parted with control and 
management of the 


charter single 


erty 


and collecting 


property.” ” Thus, a 
with [sic] the meaning of the statute as we have 
construed it Upon the record now presented 
we are of the opinion that the Minneapolis Syn- 
dicate, after the demise of the property and re- 
organization of the corporation was not engaged 
in doing business within the meaning of the 
Act It had wholly parted with control and 
management of the property; its sole authority 
was to hold the title subject to the for 
130 years, to receive and distribute the rentals 
which might accrue under the terms of the 
lease, or the proceeds of any sale of the land, if 
it should be sold (220 U. S., at pp. 190-191.) 


lease 
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TRUSTS AND COMPANIES 


Market Shares 
Value of Earnings Outstand- 
Outstand- After ing (Par 
ing Shares Taxes Dividends Value) Principal Assets 


$ 446.861 $ 35,700 $ 38,523 §$ 15,409 (100) Medium-sized off. bldg.. downtown Boston 
86,400 5,393 3,600 2,889 ( 50) Wharf property, Boston harbor 
1,260,000 100,265 60,000 ( 50) Loft & indus. props., downtown 
965,900 74,643 57,954 9.659 (100) Shs. of affiliated trs. or cos 
650,341 $9,087 $1,890 7,979 (100) Retail props., Boston, Chgo., St. L 
986,348 38,956 14,834 22,417 (100) 3 commercial props., downtown 
308,560 22,051 19,285 3,857 (100) Secs. of other real estate trs. & c 
570,000 30,97 29,936 19,000 (100) Medium-sized off. bldg., downtown Boston 
148,546 16,50 17,476 $369 ( 75) Retail props 1 Wellesley, 1 Ware, Mass 
325,000 63,737 $5,100 1,000 (NLA Off. bldg., St. L.; comn rops., Boston 
94,2600 34,823 9,426 3,142 (100) Wharf property, Boston 
81,376 19,975 8,993 ( 20) Warehouse, Cambridge 


=29° ay 
/ 


> 
4 


W EP $1,432 5,179 (100) Retail props. & land in Minneapolis 
75.000 409 10,000 5,000 (100) Wharf property, East Boston 
Not 
»7 > 796 available 1,500 (100) Moderate-sized off blde., Boston 
184,000 405 16,000 8,000 (100) Off. bldg., Post Office Square, Boston 


O79 i) 


193.000 145.000 14.500 (100) Warehouse props., Boston; Watertowt 
Mass.; & Portland, Me 
232,776 55 $52,218 753,696 ( 1 ) Retail and off. bldgs. throughout [ 
] 


342,895 : 4 19,594 9 797 


; 5) Retail props, and land in St. Paul 
403,200 Yb $3,200 14,400 ( 20) Retail props. in Seattle 

511,680 8, 39,360 6,560 (100) Retail & mercantile pro 

593,739 85 $3,327 16,047 ( 50) Retail props. in Seattle 

$40,000 85 40,000 10,000 (100) 220-250 Summer St., Bo 

291,414 iY. 23, 68,508 (N.A.) 84 State St., Boston 

$11,723 34 as 35,798 17,901 (N.A.) 371-385 Washington St., Bostor 


/ 


was drawn between situa v. Malley, 249 U 


a corporation did, and where nvolved the question 
it, engage in or control those activi t f a Massachuse 
result in the production of income cipal duty was t 


a basic differentiation which has been co the rental incom 


reserved ever since, though it is material income taxes on divi 


the income tax act today only where which they would be 


is” are involved were exempt as fiduciaries 


law enjoyed at that time 


icome tax act passed in 1913 said th 

| bout “ dividend credit. The decis 
whatever about “carrying on busi- i ( t he de 
as 4 


mined t 


l e trustees 


Because it patently did not require 
“associations” to be taxable needed to construed by the Tre: 
‘organized under the laws,” it opened trust was not an 

to judicial review the whole question as to beneficiaries did not 

what constituted “associations.” The ob control over the trust of 

vious complexity of this question was colored ury regulations unde 

by Mr. Justice Holmes’s decision in Crocker were promulgated 
“See Morrissey v. Commissioner, cited at 

footnote 7, at pp. 350-351, for the regulation 

in question 
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An article discussing regulated 
investment companies—' ‘Guide to the 
Administration of Regulated 
Investment Companies" by Charles 

K. Andrews—appeared in the 
September, 1957 issue of TAXES. 


Mr. Justice Sanford, in Hecht v, Malley, 1 
ustc § 93, U. S. 144, repudiated the 
Treasury interpretation of the Crocker case, 
saying that the ground for that decision was 
primarily that the trustees, who simply held 
one property with the primary duty of col- 
lecting the were not “carrying on 
Though the Hecht case did not 
involve the income tax law, but rather the 
tax then levied on the privilege of doing 
business by “associations,” the Treasury 
amended its regulations under the income 
tax law to conform with Mr. Justice San 


ford’s decision, 


265 


income, 
business.” 


By this time confusion was 
and it was in this 
uncertainty that Mr. Justice 
wrote Vorrissey v 
Commissioner, cited at footnote 7. We men 
because Hughes 
drawing on our 
think he set out 


which 


confounded, 
context of 


generally 


Hughes the decision in 
tion the 
it” and 
tion, we 


confusion stressed 
imagina- 
to provide a blue 
clarify the questions 
a definitive manner, rather than 
confining his 


because, 
print would 
involved in. 
minimal and 
salient determinations it required 


decision to the 


The Morrissey case involved income taxes 
levied on an 
Acts of 


question 


under the Reve 
1924 and 1926. The trust in 
organized with transferable 
self-perpetuating 
shareholders had only an 

The purpose of the trust 
was to subdivide and develop a tract of land 
for residential purposes 


“association” 
nue 
Was 
and a 

The 


power 


shares board of 
trustees 


advisory 


The powers of 
the trustees were inclusive of every power 
which one might think would be needed to 


accomplish this object, including powers to 


“"*'We granted certiorari because of a con- 
flict of decisions as to the distinction between 
an ‘associataion’ and a ‘pure trust’, the deci- 
sions being described in one of the cases as 
‘seemingly in a hopeless state of confusion’."’ 
(296 U. S., at p. 347.) 

as Association’ implies associates. It implies 
the entering into a joint enterprise, and, as the 
applicable regulation imports, an enterprise for 
the transaction of business This is not the 
characteristic of an ordinary trust—whether 
created by will, deed, or declaration—by which 
particular property is conveyed to a trustee or 
is to be held by the settlor, on specified trusts, 
for the benefit of named or described persons."’ 
(296 U. S., at pp. 356-357.) 

Thus a trust may be created as a con- 
venient method by which persons become 
associated for dealings in real estate, the devel- 
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purchase, encumber, sell, lease and operate 
“the described or other lands,” and to oper- 
ate golf courses and club houses, etc. 


The government claimed the trust was an 
“association” in the meaning of the Reve- 
nue Acts of 1924 and 1926, The trustees 
relied on Crocker v. Malley, cited above, 
contending that they were a strict trust as 
had no control the 
trustees. Chief Justice Hughes distinguished 
the Crocker ground that the 
trustees therein involved had powers limited 


the beneficiaries over 


case on the 
to the collection of income from the specific 
properties involved. Next he distinguished 


a strict trust trom an 
grounds. The first is 


association on two 


that in a trust there 
is no getting together, or “association,” be- 
tween the beneficiaries and the trustees;” 
the second is that while the purpose ot the 
ordinary trust is the 
ticular” property 
the purpose of the 
on business” and profits or 
Mr. Justice Hughes then went on to 
in sweeping 
constitute “ 


conservation ot 
(with incidental 


“par- 
powers), 


“carry 


is to 


“association” 
make gains 
define 
W hich 


terms the sort ot things 


doing business 


Our difficulty comes with the proposition, 
which has been inferred from Mr. Hughes’s 
remarks concerning what a business trust 
that the strict trust is 
only with the conservation of 


property. Of 


is not,” concerned 
“particular” 
course, it may be so 
But 


securities 


con 
the usual trust 1s 
and 
there is 


cerned and often is. 


one of a fund ot often real 


estate, which nothing 


particular 


concerning 
whatever, and the whole idea ot 
the trustee’s duty centers around his obliga 
tion to invest and to reinvest as a prudent 
man. Following Mr limitations 
of the strict trust to “particular property,” 
it must be true that testa 


mentary trustee ts business” 


Hughes's 


the ordinary 
“carrying on 
and reinvests the testator’s 
portfolio; he is saved from corporate income 


tax only for lack of an 


as he invests 


“association” or get 


opment of tracts of land, the construction of im 
provements, and the purchase, management, and 
sale of properties; or for dealings in securities 
or other personal property; or for the produc 
tion, or manufacture, and sale of commodities 
or for commerce, or other business 
where those who become beneficially interested 
either by joining in the plan at the outset, or by 
later participation according to the terms of the 
arrangement, seek to share the advantages of a 
union of their interests in the common enter 
prise.’’ (296 U. S., at p. 357.) 

* ‘In what are called ‘business 
object is not to hold and conserve particular 
property, with incidental powers, as in the tradi- 
tional type of trusts, but to provide a medium 
for the conduct of a business and sharing its 
gains.’ (296 U.S., at p. 357.) 


sorts of 


trusts’ the 
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with the beneficiaries. But 
this element of “together- 
is present, there is a taxable associa- 
At least, that is how Justice Hughes's 
remarks have been construed by the courts,” 
with the obvious result that, without special 
treatment, an “investment company” be- 


comes impossible as income tax rates rise. 


ting together 
just as 


ness” 


Soon as 


tion. 


Should Investment Media Be Taxed? 


Actually, in neither the Flint case nor in 
the Morrissey case was the attention of the 
Court directed to what seems to the writer 
to be a The writer sub 
that business” is to sell 


basic distinction 
“carrying on 
which produce an in- 


result; 


miuts 


1 
goods and 


services 


come as their immediate investing 
and reinvesting, in contradistinction, go only 
fact that one 
industrial 


does not put one in the 


to capital account. The mere 


owns a share in an enterprise 


business of that 


enterprise; one is not in the business of 


autos because on 


Motors. The 


] 
| 


owns a share ot 


General tru who invests 
other peo 


business; 


e’s money is, ourse, in @ 
} 


businesses 


1iowever, It 18 not the 


the respective enterprises he owns, but 


he business of investing It is quite proper 


to say that the increment of income or of 


creates for 


value which he his beneficiary 
over and above his compensation should be 
subject to tax, but to measure that tax by 
the dividends or 
| 


} 
nesses which 


interest from. the busi 


he owns is a palpable ab 


surdity The value created bv the trustee 
] Is he neheciary 

partly monetary 

. Is representec 

which the beneficiary has gained financially 
by employing management. Since one never 
have 


w the beneficiary would 


he invested bv himself, there is 
neasuring the differences: but 
urse, mnecess; \ ( ao so be 
beneficiaries’ inco measures 


yinent of 


‘It was not until 
the Morrissey case 


1936, after the decision olf 
that the Treasury actually 
applied the rule of the Morrissey case to invest- 
ment companies, and taxed investment trusts as 
corporations, whether of the fived or the man 
agement types (Regs. 86, Art. 801.2). This reg 
ulation led to litigation which resulted in 1941 
in distinguishing between the fived and the 
management types, holding the former—where 
the trustee does not change investments—not 
taxable as corporations, and holding the latter 
to be taxable. Cf. Commissioner v. Chase Na 
tional Bank of the City of New York, 41-2 ust 
" 9643, 122 F. (2d) 540; and Commissioner v. 
North American Bond Trust, 41-2 ustc { 9644, 
122 F. (2d) 545. It was the latter case which 
fixed the law as it applied to securities invest- 
ment trusts, six years after the Morrissey case. 


Real Estate Investment Companies 


management was profitable or not! Thus, 
might be a some tax on 
investment media, but not at the full rate. 


there basis for 
This points up the question, referred to 
whether 
properly to be thought of as taxes on a 
privilege measured by income. This is their 
history, insofar as they carry over the think- 
ing of the Revenue Act of 1909. But how- 
ever logical this seems as a formal matter, 
the difficulty of evaluating a privilege is 
always present, particularly as that 
relation to the revenue required 
same privilege 
same to all who would exercise it from 
Of this truth the application 
of the general rule to the 


earlier, as to income taxes are 


value 
bears no 
and the is not worth the 
time to time 
investment com- 


good illustration. If the tax on 


is a 
privilege of 
1909, no particular 


because the 


were 1 per 


association 


as in harm would 
whatever it 
that. But it 


automatically 


done privilege, 


is worth, is worth more than 


we say the privilege is wort! 


more as the exigencies Of War create a need 


for more revenue, we are guilty of a patent 


non sequitur. Or if we si 


income tax, we are at least 


whose income we are taxing; then we 


that we are taxing the investme 


Salni¢ ) on 
through the hands 
to him. On 
cal results are the 
without destroying 
income conduit disp 


} } 
to the real owner! 


Should Real Estate Investment Trusts 
Be Taxed? 


made t 


investment taxabdk 


These decisions repay reading In the 
case, the power of the ‘‘Depositor so-called 
was limited to purchasing (broadly) only more 
of the securities the original certificate 
owners held, so that the interests of these cer- 
tificate holders were always in the things 
In the North American case, when new certifi 
cate holders came in, the depositor’ could 
buy something different which varied what the 
original holders owned, and Justice Learned 
Hand said that this ‘‘meant that the ‘Depositor 
had power, though a limited power, to vary the 
existing investments of all certificate holders 
at will, for as long as any new money came in 
and in this way to take advantage of market 
variations to improve the investments even of 
the first investors,’’ which he held is ‘‘doing 
business."’ 


Chase 


same 


same 
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lf the present business decline 

is in part a ‘‘buyers’ strike,"’ as 
some government economists have 
suggested, then it seems to me that 
someone in government should 
determine how much of this decline 
has been caused by the 

high rates of taxation which 
reduce the capacity of consumers 
to buy.—C. F. Hood, president, 
United States Steel Corporation. 


But however unfortunate the results of 


" ] 
sSEOVY adecisiol 


been in 
flow of 
media for 


inhibited 


have 
natural 


may 
insotar as the 
held 


have 


widely real 


stment may been 


] 


practical question for the future 


the problem of whether 
should be created the 
‘nt tax law to piace 

as dividends and 


bona-fhide invest 


dealt with the theo 
that 


differenti 


his matter, arguing 


no basis for 


dividends, interest and rents 


al questions remain 


interests of a sound tax structure, 


and for other reasons, it is absolutely neces 


sary to confine the tax exemption to entities 


which limit their activities entirely to acting 


investment media to the exclusion of all 


rities investment companies, tor 


re permitted to acquire con 


erests in great industrial corpo 


the 


hey would necessarily assume 
so done 
thei 


more 


therewith. In 


resp nsibilities that ge 


ould tend inevitably to lose 


investors as they became 


obligated to engage in the busi 
mtrol, 


hey would grow 


had come to ce and it 1s 


Into Mmonopo 


dangers 
effectively 


omic power.” These 
and apparently 
interest which a regu 


hold in 


been me a 


met, by confining the 


lated investment company can any 


The work cited at footnote 1, at p. 366, con 
tains an interesting table under the caption 
The Favorite 50°° which shows the per cent 
of 50 leading corporations owned by regulated 
investment companies on December 31, 1956 
This ownership varies from about 1 per cent 
up to 22.93 per cent in the case of Rayonier 
15.83 per cent in Amerada, and so on 

As to the sources from which an investment 
company must derive its income, the extent to 
which it can acquire the securities of a single or 
related issuer, and the percentage of its income 
it must pay out in dividends in order to qualify 
for tax exemption, see 26 USC Secs. 851-855 
As such qualifying companies must derive 90 
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one company to a percentage, and by other 
restrictions.” In the trust situ- 
ation, it is plain that the dangers of mo 
nopoly of economic powers do not exist in 
anything like the degree in which they are 
present in the situation, though 
it is obviously undeniable that trusts 
should not control or be controlled by their 
the dangers of tax eva- 
On the other 
trust will engage 
distinguished 


real estate 


securities 


these 


tenants because ot 
such relations invite. 
that the 


business” as 


sion 
hand, 
In “carrying on 
investment 


the danger 


trom. passive in the activities ot 


others is greater in the real es 


than in the securities one 
securities 


to the ownership of a 


mvestment company 
small 


company, the separation otf 


activity from the business 


it owns and the management there 


rp and clear 


SCT VC d 
ment tru 
| “el 


less degree 


rdinarily bu 


counterpart buys 


buy a fee subject existing 


buys a piece ’ Ooperty and tee 


trustees may buy unimprovec 


always 
builds 


estate 


make a ground lease, 


term, to a tenant who 
, 


his situation, the 
} 


t real 


nothing whatever to do with the 


which pays the 


) power of control or manage 


improved pr unless 


terminates; this is cus 


ment yperty 


and until 


where a property 


tomarils 


any size 1 leased t 


a single tenant 
any substantial 
But there are 


when it 


tenants make 


ment l h property 


ations, : means rare, 


trustees themselves 
building 
building. leased t 
trustee 


mtrol and 


who c 
age the The usual example ts 

t 
»a multiplicity 
directly or 
building, 


and tern 


of an office 


of tenants, where the 


through an agent, services the 


creates 


nates tenancies for vears and at 


maintains and repairs it, 


will, at 


per cent of their income from ‘‘dividends, inter 
est, and gains from the sale or other disposition 
of stock or (Sec. 851(b)(2)). there 
would seem to be nothing to prevent such com 
pany from deriving up to 10 per cent of its 
income from rents. As to the regulation of ir 
vestment companies, see 15 USC Ch. 2D, Secs 
80a-1—80a-52, and particularly Sec. 80a-1 
Findings and declaration of policy 

(3) such companies customarily and 
trade in securities issued by, and may dominat« 
and control or otherwise affect the policies and 
management of, companies engaged in business 
in interstate commerce.”’ 


securities” 


invest 
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so on 


Here the trustee is the operator who 
and in this situation his 
is under any 


creates the income, 


“association” theory “carrying 


on business.” To exempt the income of real 
investment trusts 


activity, if and insofar as that of others is 


estate engaging in this 
a discrimination in favor 
must be 


that it is 


so taxed, must be 
of the forme 
submitted 


‘ 


and wrong. It is 


around this problem 
and not around the “triple tax”’ or the ques 
that 


revolves; the 


of principle, consideration of tax 


lines must be drawn in 


sensible places, not only in the light of tax 


heory but in the interests of proper et 


‘ A 


reeme! as well 


H. R. 4392 


While 


ana 


hous¢ 


committee 
haustive treatment for this 
ae " 


it 
lines 


ferred 


Actually, a powerful argument can be made 
to the effect that the “operation of a property 
by its owner should not be regarded as ‘‘carry 
ing on business on the ground that whatever 
an owner does in the way of service and man 
agement is really only incidental to his primary 
reason for ownership, which is investment It 
is to be noted that while charities are taxed 
on income derived from their oper 
ation of real estate, to the extent to which the 
property is unencumbered, is not regarded as 

business It is worth observing that all busi- 
ness contains both the elements of investment 
and active production of income, but in varying 
degree; the tax law ignores the shadings, with 
the result that the finest distinction can lead 
to a tax difference of 52 per cent 

Par. 856(a)(5) required beneficial interest 
be held by 25 or more, no five to own more than 
50 per cent 

Par. 856(b)(1) 

Your committee believes that the equality 
of tax treatment between the beneficiaries of 
real estate trusts and the shareholders of regu 
lated investment companies is desirable as in 
both cases the methods of investment constitute 
pooling arrangements whereby small 


business 


investors 


Rea! Estate Investment Companies 


Means, H. 


relief only 


R. 4392, was drafted to extend 
to trusts operating as investment 
conduits, as distinguished from corporations 
Although there 


substantially no corpora 


operating in this manner 
think) 


tions acting as real estate 


are (we 
investment media 
the exclusion of corporations seems without 
because it Is af r all the sub 
and not the 
with which we ought to be 
bill in | 
requirement as to tl 


and si 


justification, 


stance 1orm ¢ 


its original form 


ire advantages 
larger 
nelude the spreading 
he greater diversitf i 
which can be secured through the poo 


those with resour 


rangements; the opportunit secure the ben 
fits of expert investment counsel; and th 


t 
f 
ot 


collectively financing projects which 


vestors could not undertake singly 
In addition to providing equ 

treatment between the trust 

the investment company shareholders your com- 


mitt 
nittec 


beneficiaries and 


believes it is also desirable to remove 
taxation to the extent possible as a 
termining the relative size of 
stocks and securities on one hand, and real 
tate equities and 
s particularly 
because of the countrywide compla 
shortage of private capital and mortgage n 
for individual 

buildings, factories, and hotels At the present 
time the financing of tl 

ind mortgages is dependent largely on Govern- 
ment-guaranteed money and investments b) 
special groups 
pension trusts 


nvestments 


n the other rh 


mortgages or } S 


t 


important at the present time 
nts about the 


oney 


homes, apartment houses, office 


1ese real estate equities 


such as insurance companies and 
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second prohibited relations between the 
trust and its tenants from extending beyond 
those of landlord and tenant. The most 
important, perhaps, from a practical stand- 
point and certainly from a theoretical point 
of view, was the amendment affecting the 
extent to which a real estate investment 
trust can engage directly in the production 
of income. As presented to the committee, 
the bill excluded from the definition of 
“rents,” which with other income from real 
estate must constitute 60 per cent of the 
income of the trust entity, only moneys 
received by lodging, and 
this definition would, of course, admit the 
income from other operated properties into 
the definition of rents. Here, in order, as 
the house committee put it, “‘to restrict this 
tax treatment to what are clearly passive 
contrasted to 


hotels, ete... for 


real estate investments, as 
the active operations of businesses involv- 
ing real estate,” the committee amended the 
bill to exclude from the definition of rents, 
those received from properties with respect 
to which the trust makes any expenditure 
than those “properly chargeable to 
ount,” and to taxes, insurance 

Since in the amended bill 90 


income had to be derived from 


other 
capital acc 
and so on 
per cent ot 
dividends, interest, 
and 60 per cent from “rents” as the amend- 
defined them, it would 
investment trust could not derive 
than 10 per cent of its income 
any circumstances from “operated” properties 


rents, gains and refunds, 


ment seem a real 
estate 


more under 


The net effect of the amend- 
ments would seem to be to preserve in the 
trust situation the 


between the tax 


foregoing 


estate investment 


distinction 


real 
general conse 


quences oft ts pertaining to capital ac 
directed to the production 
directly, entirely 


and to 


count, and those 


of income which seems 


sound as a 


matter of tax theory; 
*% ‘‘T am withholding my approval from H. R 
1392, entitled ‘AN ACT To amend the Internal 
tevenue Code of 1954 to provide a_ special 
method of taxation for real estate investment 
trusts’ 

‘Under existing law, real estate trusts and 
associations with transferable shares are gen- 
erally taxed as ordinary corporations on their 
entire taxable income. The enrolled bill would 
extend to such organizations under certain con- 
ditions, the ‘conduit’ or ‘pass-through’ method 
of taxation which present law provides for regu- 
lated investment companies. The effect would 
be to exclude from the corporate tax all but a 
small margin of retained earnings of real estate 
trusts 

‘While the bill assumes a similarity between 
real estate trusts and regulated investment com- 
panies, there are important differences between 
the two situations The income of regulated 
investment companies is generally derived from 
the securities of corporations which are fully 
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analogize the treatment of real estate invest 
ment trust to that of the securities com- 
pany, to which no can have any 
practical objection or much theoretical ob- 
jection in the light of the relevant historical 
background. Except for the fact that the 
bill excludes corporations, it seems to the 
writer that the Congressional committee 
did a workmanlike job for all concerned. 
The committee grasped the basic proposi- 
tion that the matter at hand is one of public 
importance, and found that the bill should 
be favorably reported not merely because 
an inequity is present but because the na 

will be advanced 
it is acute to preserve a dis- 


one 


tional interest thereby. 
In doing SO, 
tinction generally accepted as fundamental 
to income tax theory, and to confine what 
it regards as an exception from the general 
rule to the hand. Con- 
gress knew what it wanted to do and why 
it wanted to do it, and where what it sought 


to accomplish fits into the general picture 


precise matter in 


of corporate income taxation 


Presidential Veto 

The no obligation 
to state His 
so is constructive because only by an inter 


President under 


reasons for his 


was 
veto.” doing 
change of views can the truth be deve loped 
To the writer, memorandum 
is unsatisfactory, fundamentally because it 


however, the 
does not meet the issue raised by the House 
committee The 
shown by its report, 
tax law 
tween capital seeking investment in industry 
and employment in 


estate. 


committee’s position, as 
that the 
without reason be 


was existing 


discriminates 


capital seeking real 


Che committee’s unexpressed major 
premise is that taxation should not channel 
or seek to direct capital into one field of 


endeavor as against another, but rather 


should as nearly as possible leave capital 


In the case 
of regulated investment companies, therefore 
the conduit treatment merely avoids an addi 
tional level of corporate taxation, which for 
dividend income consists of the tax on the por- 
tion of dividends remaining after the 85 per- 
cent intercorporate dividends deductions By 
contrast, the conduit treatment proposed for 
real estate trusts would entirely remove the 
corporate income tax from much of the income 
originating in their real estate operations 

“It is by no means clear how far a new pro 
vision of this sort might be applied. Though 
intended to be applicable only to a small num- 
ber of trusts, it could, and might well become 
available to many real estate companies which 
were originally organized and have always car- 
ried on their activities as fully taxable cor- 
porations 

‘For these reasons, I am constrained to with 
hold my approval of the bill."’ 


subject to the corporate income tax 
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1¢ able 
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tion, the President 
para 
with a loss of 


in the concluding 
memorandum 

rnment. It is perfectly 
at the taxes presently 


investment trusts will 
President 
certainly not justify a 


ground that it 


not what the 


Was 


What concerns him 


W hile t is outside the of this article 
that the exemption of rental in 
investment companies from 
and the removal of this impediment of the 
this direction might have a 
urban redevelopment, low 


housing and so on The 


scope 
can argue 
ne of real estate 
flow of « 
profound 
cost 


ipital in 
effect on 
nvestment 


income 


of insurance companie which includes rental 
taxed at an effective rate of 
cent ind ntr 
inve stment med i 
buildings, ete., have 
the writer has seen as the estimated 
the Prudential Center in Boston—$125 n 
probably 


real estate 


income is some 


6 per butions of thes 
fleld 


rhe figure 


housing 
been substantial 
cost of 
llion 
equals the aggregate 


investment trusts in the nation. And 


Real Estate Investment Companies 


office 


capital of all the 


ie requirements of H R 


decline to be drawn into 


debate, because as we see it, 
the question of whether such entities would 


or would not 


this arena of 


rrelevant on 


: a ' 
the question of hscal ( and, 


reorganize IS 1 


mm the 
matter of revenue, 1S < rhe T ot being 


wise and pound-foolish Declining 
to exempt rental income 


investment 


penny 
in the hands of an 
trom tax to 


sound, 


medium income 


argument is 
that 


| 
currently, that we should 


SAV € 


revenue is, if out 


no different osal someone 
make tax 
dividends and interest at the corporate rate 


in the hands of 


from 


a pro 
might 
securities 


investment com- 


panies In so doing, it is plain for the 
reasons stated that we uld destroy these 
but that is not the Che 
that the flow of capital from th 


investor 


entities, point 
point 1s 


modest 


impeded to some 


[The End] 


already bears the costs 


of municipal government 


since real estate broadly 
federal discrimination 
against capital seeking employment in construc 
tion may be a factor in aggravating the 
problems of cities and towns 

rhe argument runs that the corporate tax 
law gives a bonus to wealthy persons who oper 
ite under the umbrella, to the 
to which individual 
kets exceed the Hence such 
persons own real corporate form 
with as high debt with the eventual 
intention of selling for a capital gain or, better 
vet, dying They are not interested in n ting 
ment of H. R. 4392 that 90 per 
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THE APPELLATE FUNCTION OF THE REGIONAL OFFICES 
OF THE CHIEF COUNSEL — Continued from page 478 


dency, in view of the fact that there is no 
jury and the judge can subsequently dis- 
regard any evidence he deems inadmissible, 
to overrule objections to evidence unless the 
proffered evidence is clearly improper. Most 
of the judges of the Tax Court prefer that 
counsel make a minimum of objections to 
evidence. 

The case is submitted to the judge upon 
the completion of the evidence without ad- 
ditional argument. In most cases, the evi- 
dence adduced at the trial supplements the 
stipulation of facts which has not as yet 
been studied by the judge. Therefore, the 
briefs of the parties are important in pre- 
senting the complete and detailed facts and 
law to the court 


The court will assign the time briefs are 
due. The preference for simultaneous or 
seriatim briefs between government 
Where simultaneous 
briets are used, the government frequently 
will not file a reply brief. There is an ad- 
vantage to the petitioner in the use of 
seriatim briefs because the respondent must 
then deal with the order and statement of 
facts as set forth by the petitioner. This 
makes it more difficult for the Commissioner 
to present the facts in a manner favorable 
to his position 


Varies 
othces and attorneys 


must make findings of 
The court is interested in 

The brief for the re- 
spondent will include requested findings of 
fact which will be detailed in numbered 
paragraphs with citations supporting each 
request for a finding, and an argument 
which will generally set forth in narrative 
form the facts considered relevant by the 
respondent and will apply the law to such 
facts with a substantial citation of authority 


The Tax Court 
fact and of law 


competent briefs. 


Opinion 

The time interval between the submission 
of a case to the Tax Court and its opinion 
greatly It ranges from 
months to more than two years 


varies several 
Tax Court re- 
the court’s opinions. Memo- 
randum opinions are used for cases which 
involve purely factual problems or the ap- 


The Chief Judge of the 
views all of 


** However, numerous landmark cases started 
their judicial lives as memorandum opinions of 
the Tax Court and became famous as courts of 
appeals or Supreme Court cases 


514 July, 


1958 @ 


plications of settled law. The Tax Court 
does not cite memorandum opinions;” they 
are not published by the Government Printing 
Office but are published by Commerce 
House (Tax Court Memo Dect 


The balance of the opinions are prom 


Clearing 
SIONS ) 

ulgated as regular opinions and are periodically 
published in bound volumes by the 
ernment Printing Office. Of the regular 
small number are reviewed in 
conference by all of the judges present.” 
Such a review is indicated by a statement 
at the end of the opinion that it has been 
the court. 
some cases reviewed by the court 


Gaoy 


Opinions, a 


reviewed by Dissents appear in 


Postopinion 


The review by the national oftice of the 
regional counsels’ work is limited. The only 
area where there is a substantial amount of 
work done by the 
regard to actions on 


change in the regional 
counsels’ offices is in 
decisions. Actions on decisions are the recom 
mendations as to the policy to be taken in 
regard to a decided case, that is, acquies 
Actions 
to acquiesce or nonacquiesce are not pub 
lished for the memorandum opinions but 
appear in the Internal Revenue Bulletin for 
‘| he 
acquiesces in the 


Moreover, 


very 


cence, nonacquiescence or appeal. 


the regular or promulgated opinions 
Chief Office 
great majority of the cases lost 


Counsel's 


the Commissioner appeals a small 


percentage of won by 


Counsel for the 


cases petitioners 


petitioner in a case wher 
both sides have won issues should consider, 
when deciding whether or not to appeal, 
that the respondent may appeal only if the 
petitioner files an appeal. 

Upon a receipt of a specific inquiry in re 
gard to an action on the 
national office, inquirers may be notified of 
the action taken by the Service in a par 
ticular provided the action on the 
decision has been finally adopted. This ap 
plies to both regular and memorandum 
opinions of the Tax Court 


decision in the 


case, 


When the action on the decision is for 
warded to Washington, the regional coun 
office, other than for routine 
matters, has completed its function in handling 


[The End] 


* A majority of the judges present can decid 
a case under review 


sel’s some 


a Tax Court case. 
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There is a trend toward larger farm units and expansion 

‘into other agricultural and nonagricultural businesses that can be conducted 

on the same farm land. As in other types of enterprises, the corporate form 

may have advantages for the operation of such businesses, 

especially the family type. Besides the taxation angle, there are other considerations 
in the setting-up of a close corporation which are discussed by Mr. Shoemaker. 
He is an associate in the Denver law firm of Holland & Hart. 

His article is reprinted from the June, 1958 issue of the Rocky Mountain Law Review. 


EPENDING on vat 
ig and farming operations can eithe 
In order 


between 


quite different or similar 


» avoid 


very 


attempting t differentiate 


he numerous types of farming ' operations, 


it is to the agricultural operating unit, what 


it might be, that this article 1s directed 


ot the 


ever 
Because different problems and diver 

'As used in 1954 Code Sec 
with agricultural labor, the 
cludes stock, dairy, poultry 
animal and truck farms, 
nurseries, ranges, greenhouses, or other similar 
structures used primarily for the raising of 
agricultural or horticultural commodities, and 
orchards 

? Primary 


3306(k) 
term farm in 
fruit, fur-bearing 
plantations, ranches 


dealing 


consideration is given to the farm 
operation conducted by a family A “family 
farm’ has been defined as an organization of 
agriculture in which home, community, busi 
ness, land anu domestic family are institu- 
tionalized into a living unit which seeks to 
perpetuate itself over many generations. Zim- 
merman Family Farm,"’ 15 Rural Sociology 
211 (1950) 


Family Agricultural Business 


ALT IC ulturé al 


foll 


oy 
wOSsshHiiities of 


agricultural bu 


sinesses, 


1 
enterprises, in the 


tv pc | 


See Davis From Agriculture to Agribusi 
ness 34 Harvard Business Review 107 (1956) 
*‘ Because of the increasing tendency to make 

manufacturing plants’ out of agricultural 

holdings, the traditional family units will have 
to use modern business operating methods in 
order to stay in competition. See, for example 
Armstrong Family Farm v. Factory Farm, 
America, April 19, 1957, p. 65 3achman and 
Jones. Sizes of Farms in the United 
(United States Department of Agriculture Tech- 
nical Bulletin No. 1019, 1950), pp. 11, 54; Par- 
sons and Owen Implications of Trends in 
Farm Size and Organization,’ 33 Journal of 
Farm Economics 893, 8% (1951) Schroeder 
Corporation or Family Farms? 71 Christian 
(Continued on following page) 
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Objectives to Consider 


There are certain objectives to considet 


before entering into any business organiza 


In any particular agricultural situation, 


would be 


tion 
advisable to 
other form of business 


whether it incorpo 
rate or to us¢ 


structure would probably turn on the an 


SOT 
swers to these questions 

What do the parties want to 
Do they want to perpetuate their 
Want it to cease 


First 
achieve? 
farming business or do they 
How interested are they 
they 


upon their deaths? 
at this time in estate planning? Do 
have any qualms as to tort liability, if they 
that thing 


they are 


even realize there is such a 


Obviously, interested in saving 
Can these ends be better achieved 
torms ot organization 


What 


organization 


accomplished by 


corporation?’ adval 


ng 1 the lig Whe ancn r tarm 


people ultimately wish mplish with 


their business operations and holdings, will 


. rati helt ail | 
incorporation help farm and ranch peopl 


achieve a majority of the tl 


lungs they want? 


The Corporation Itself 


is dificult for many owners of family 


corporation © realize that there is a 
(Footnote 4 continued) 

Century 608 (1954) Since corporate agricul- 
tural units have gained only a limited foothold 
in American agriculture, there is little case law 
and even less in the nature of internal revenue 
rulings, regulations, or decisions 
directed to the family agricultural corporation 
However, there is a considerable body of general 
law and tax law that has built up around the 
close corporation, and. in many instances, ex 
cept for the peculiarities of agricultural fact 
situations, this body of law would control] in 
family agricultural corporation situations. Sec 
Sargeant Matrimony and the Family Busi 
New York University Fifteenth Annual 
Institute on Federal Taxation; Garrett and Gar- 
rett, ‘Financing a Small Business Corporation 
The Practical Lawyer, February, 1956, p. 23 
Boughner, ‘‘Tax Advantages in Incorporating 
the Small Business,’ 44 Jllinois Bar Journal 300 
(1956); Kumler, Tax Planning as Affected by 
Close Corporation Interests,"" 95 Trusts and 
Estates 20 (1956); Phillips, ‘‘Some Tax Factors 
Influencing the Operation of the Closely-Held 
Corporation,'' 95 Journal of Accountancy 166 
(1953): Lowndes ‘Taxing the Income of the 
Close Corporation,’’ 18 Law and Contemporary 
Problems 558 (1953) 
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between a corporation and_ the 
Whereas the ind 


indistinguishable from 


separation 
stockholder-employees 


vidual proprietor 1s 


the operation and assets of his business, this 


Is not true tor many purposes, ¢ specially tax 


purposes, when either the individual’s as 


sets or operation or both are incorporated 


Farmers and ranchers, simply because of 


the independency to which they have become 
accustomed as sole proprietors and partner 
find this « 


especially difficult to comy 


ships, hange in business circum 


stances rehend 
deal 
and who has built 


doubt, 


dificult to consider himself as only 


accumulated a good 


icultural holdings 


Anyone whi has 
Ot agi 
up a paying tarm 
find it 


a stockholder-employ: of the cor 


business would, no 


and not the corporation itself 
, 
with 


cially truc¢ 


respect to 


the operation, sinc all 
] 
a sole proprietor 


the individual, wl 


corporate farm bu st go in and 
out of the c 


stockholder 


before the 


s establish 
ment of another however 


always result in a disadvant: ( I larmet 


individual. For 


stat dpoi it, the inco 


as an 
social security 
farmer or rancher make o 
than the 


could be 


and insure the 


unincornorat 

established 

maximum s¢ 

crane Soe 

be paid even though 

a-loss, inasmuch ; he 

security tax 's 

based 
9 1 


secllt-empiovment t 


5 Although a good deal has been written about 
incorporating family 
little consideration has been given to incorporat 
ing the family farm business. Only two previous 
efforts dealing with operating farm 
as corporations}have been discovered 
Transferring the Farm to the Next Generation 
(Cornell University Agricultural Experiment 
Station Bulletin No 901 1953) Eckhardt 
Should the Farmer Incorporate?’’ The Prac 
tical Lawyer, February, 1955, p. 61 

If both the farm land and operation are in 
the corporation, then the farm 
rived from the corporation usually 
individuals through 
both If only the 
the corporation will 


businesses generalls very 


businesses 
Smith 


income de 
reaches the 
dividends, or 
land itself is incorporated 
receive rental income and 
this ‘‘farm’’ income will likewise reach the 
individuals through dividends and _ salaries 
though salaries will be lower But if only the 
operation is incorporated, and the individuals 
retain ownership of the land, the incorporated 
farm operation will pay, besides salaries and 
dividends, rent for the use of the land. Thus 
the individuals might be in a position to better 
use the retirement income credit provision with 
reference to rental income (1954 Code Se 
37(e)) 


salaries or 
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» because frequently in the farm business as the ties 
been between agriculture an industries 
paid a salary nd the general public become more inter- 
ot $5,000 and ffered a loss of $2,000, an 


excess of $2,000 of taxable ias been 


created I h Wri ipl 1 , aS a 
sole proprietor, the o1 ] 
reported only $3,000 


he existence 


radually penetrati 


hus, lab 


other business aspects ‘ ited partnership may uff However 
iture of the corporate shell f latter approach has it lems, too Set 
a partner's interes 1 Heard How to Avoid tl ‘axation of Limited 
the issets: however, a creditor Partnerships as Corpora I ) yurnal ¢ 
on ie stockholder's interest reaches Taxation 298 (1957) 
stock tl the stockholder has. not the ‘Though insurance vuld acquired by 
ite assets of the corporation. On the other sole proprietor or partn p over the var 
hand, as a sole proprietor, a farmer cannot be ous eventualitic fa £ cer 1 of these 
thrown into involuntary bankruptcy (Sec. 4(D) other separate é . isonable to 
Act, 11 USC See. 22(b) (1952)), but believe that the arm yn would be 


rm corporation very definitely can be AS more inclined t ma u “3 rane As 
tter of law, the farm partnership, according the ownersh f th corporation is div 1 


iy I 
ible authority, could also be involuntarily which is p ps I tI important reasons 
adjudicated bankrupt Although this latter for incorporati various owners would be 


point s probabl; nly passing interest at nore inclined to a n amount to cover 


I 
the present time, it is well to keep ir 1ind the risks of running 1 fairly hazardous 
that the farmer may wish to keep th Si business 

type of business organization over a lor "i One survey 1 ) 

of time For an excellent discussion of the the farmers surveyed had liability nsurance 
farmer as related to the Bankruptcy Act, see The farm labor group probably has the smalles 
Collier, Bankruptcy, Sec. 4.15 (4th Ed amount of security 1 le form of insurance 

* Parsons and Owen, article cited at foot of any) ibor group Poffenbe 

note 4, at p. 902 Bouma. Farm Insurance I vland (N 


ger 
lary! 


’ See article cited at footnote 3 Agricultural Experiment Station Bulletin A- 
“If management control is to be separated 1950) 
from capital, a creditor arrangement or a lim 
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were 


parents inc their farms, 


corporation purchased two more close 


vy, and the sons were sold and given equal 
orpor Thus, the units 


efhcient with 


shares in the « ation 


kept 
multiple owners rather than as separate or 
In addition, 
include a turkey hatchery. ‘All 
and tather the land 
the hatchery as employees of 
corporation, each drawing a 


were as one operation 


ganizations the business was 
expandec 
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and 
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find th 


make 


brothers the vork 
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success 
Phey is considerably more efficient, 
better of their ! 
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land, 
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pools.’ 
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record-keeping and 


Another feature 


is that the income 


with respect to expansion 


to be used for expansion 
This 


rates 


may be best earned by a corporation.’ 


necessitates checking applicable tax 


For example, when the income of a married 


Dt 
pt 


man from his sole oprietorship exceeds 
$16,000, he is in the 34 per cent tax bracket, 
whereas the first $25,000 of corporate income 
that of 
finding the sledding 
each struggled to individually build up a 
dairy herd They incorporated and now the 
three of them work for their own company 
Their small herds and pasturage combined 
amount to 70 milking cows, 50 head of stock 
and 161 acres of pasture land They offered 
preferred stock with $100 par value and a 4 per 
cent dividend It brought in some $10,000 in 
working capital. One of them is secretary and 
manager, and the other two are operators, all 
drawing salaries 


For a 


three 


" Another example is 
dairymen who were 


small 
rough 


as 


discussion 
siderations Taxes,’ 


‘An individual may be perfectly willing to 
leave all of the earnings of the business (above 
a reasonable salary) in a corporation, but that 
does not mean that the double tax on dividends 
can be forgotten A special penalty tax, in 
addition to the regular corporate tax, is im 
posed on corporations which permit earnings 
and profits to unreasonably accumulate beyond 
$60,000 (1954 Code Sec. 535(c)(2)) However 
since earnings can be accumulated to up $60,00 
without fear of the penalty tax, the individual 
who expects his corporation to have relatively 
small income may be able to ignore the penalty 
tax for a considerable period of time 


this 
long 
current 


general 
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more 


see text 
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at pp 


tax 


920 
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No 

funds 
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guide in 
declared 
the reasonable 
future needs the business (1954 Code 
533(a) It is only where the business 
begins to use its funds in a manner inconsistent 
with normal! business practice that the danger 
of the penalty arises Legitimate reasons for 
accumulating earnings are various in number 
For instance: to finance additional business: to 
procure additional real property for use in the 
business: to liquidate mortgages or other long 
term indebtednesses: to acquire more machinery 
and equipment to replace antiquated equip 
ment: to build up inventory to provide ade 
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time 


ive decreased considerably by this 
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The 


to buy 
Holzman 
(1956) 
irnings can be accumulate 
timate business reasons, it becomes 
to compare the different tax rates for using 
income earned by the corporation to make fu 
ture improvements in the business as compared 
to the tax rate on the income that the individual 
has earned and intends to turn around and 
to make those same improvements For 
example, an individual proprietor might be 
willing to forego any substantial increase in 
his own individual income wealth picture ir 
order to make improvements on his property 
Thus, he could get the job done at perhaps the 
lowest individual tax rate of 20 per cent On 
the other hand, any improvements made by a 
corporation are going to be made at a minimum 
of a 30 per cent tax rate 


“The term ‘thin’ 


quate working capital 
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cumulated Earnings 
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has reference to the ratio 
of debt stock in the capitalization of a cor 
poration It is obviously advantageous from a 
tax standpoint to ‘‘loan’’ to a close corporation 
rather than to buy its stock 


to 
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possible 


the Treasury 
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determination that 
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" The problem, of course 
Department, for several 
look at the capitalization 
corporation and make a 
so-called debt securities 
investments As a result, 
denied its interest deduction. More frightening 
than the interest denial is the effect of payment 
of ‘‘debt principal Such payments are treated 
distributions and are taxable as dividends 
if the corporation has earnings and profits. See 
3oris I sittker Thin Capitalization Some 
Current Questions 34 TAXES 830 (1956): John 
S. Pennell Tax Planning at the Time In 
corporatior 35 TAXES 927, 934 (1957) 
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’ See 1954 Code Sec. 401 
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ican Bar Association Journal 430 (1957) 
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the the children; if 
it 1s possible to separate workers from non 


incorpe 


porating the farm business, the 


shares desired, 


amone 


workers, at least incomewise; the general 
f the business through stock 
probably 


taxes can be cut con 


family control ¢ 


vnership is accomplished; and, 


rents’ or owners’ estate 


only important 


ally 


aspect. 
of the 
of equal importance 


ildren, and especi 


1 } 
WOTKINE members, 18 


Paying for the farm as he works on it would 


give thie working on the farm 


to do the best job, but would 
difficult 


son 


more incentive 
also avoid the 


} 
t 


y of his trying to pay 
at the death 
stock ove! 
the possibility of 
] the 


ie business in a lump sum 


the parents. By purchasing 


value, 


e years ata fair 


ovel all 0 high 


paying an price tor 
7 See Hart 
footnote 
* By taking advantage of the gift-tax exemp 
tions and exclusions, made possible by the 
transfer of farm property into stock represent 
ing that property, a farm owner could very 
easily plan a tax-free transfer of his to 
the next generation For a general discussion 
of this area of estate planning “How to 
Plan Estate to Retain Control of a Small Busi- 
ness,'’ 7 Journal of Taxation 330 (1957) 


Embree and Maer, article cited 


at 


assets 


see 


* One f 
that 
that 
dren 
merely 


eature of an arrangement such as this 
is generally overlooked the advantage 
would accrue the son's wife and chil- 
Instead of in many cases, having 
an oral arrangement or agreement that 
the son should get the home place upon the 
death of the father, and in the meantime 
the son is accidentally killed or desires to leave 
the farm business, under a corporate arrange 
ment, with each passing year the son could be 
increasing his equity in the property in a tan 
gible way through stock purchases to the direct 
benefit of his wife and children and from gifts 
by the parents to the son and his wife 
' 1954 Code 264 
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is 
to 


as 


so 


Sec 
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machinery and livestock would be held 
minimum \s 
this plan could serve the dual purpose 
providing a retirement fund for the par 


land, 


to a suggested previously, 
ot 


ents 


\ stock-retirement plan could likewise be 
devised to enable the remaining members of 
the corporation to buy up the stock of th 
cleceased stockholder 
plans involve agreements between the 
ders and their 


eements between 


Such stock-retirement 


stock 


ho companies, instead o 


agr the stock 


ho 
buy 
bit 

ny 


or 
‘| he 
estate; the stockholde: 
sell. A | 
the 
insurance 


among 


ders themselves company agrees to 
stock from the 
ds to 


olves which 


his estate usual situation 
that in take 
tor On k 


der’s life, naming itself as beneficiary, s« 


ompany 


and pays on the st 





that it will have the money ready to acquire 
the stock without too much of a drain on its 
current The premiums paid for the 
deductible by the corpo 
be the 


earnings of prot ts 


assets 
insurance are not 


ration,” but they can taken fron 


lated 


surplus or accumi 


of the corporation 


All of these f 


ity, 


t freedom trom habil 


dC 


the business, retirement 


expansion of 
ot 


aspects, transter ownership, general estate 


planning—are which might 


advantageous 


family agricultural 


POSSIBLE DRAWBACKS 
TO INCORPORATION 


Taxes 


One of the prime considerations 


ing a decision to whether 


busi 


as or not 


porate a ness involves a discussion 
1In Hmeloid Company, Inc. v. 
51-1 ustc { 66,013, 189 F. (2d) 230, rev'g CCH 
Dec. 17,713, 14 TC 1295, the Third Circuit 
reversing the Tax Court, held that amounts bor 
rowed by a corporation for the purpose of 
purchasing single-premium insurance policies 
the lives of its controlling stockholders were 
expended for a business purpost The court 
concluded that insurance against of a key 
man was a business purpose, even though after 
the insurance was taken out, an agreement was 
executed that the proceeds would be used for 
the purchase of stock from the estate of the 
deceased stockholder. The recent case of Henry 
E, Prunier, CCH Dec. 22,327, 28 TC 19 (1957) 
rev'd 57-2 1 © 10,015 does not alter this 
situation 
The law 
stock held by the 
out having the redemption 
as a dividend The 
tax applies only to 
demption which do 
death taxes plus 
expenses (1954 
figure can 
moderate 


1958 


Commissioner, 


on 


loss 


allows the corporation 
deceased owner's 
taxed 
exemption 
amounts 
not exceed 
funeral and 
Code See. 303) 
reach a_ sizable an 


estates 


to redeem 
estate with 
to the estate 
from dividend 
received on re 
the total of all 
administrative 
However, this 


ount even In 


© TAXES—The Tax Magazine 





j 
made 


antic! 


$6,000: 


ryt ¢ 


30 per c¢ rate at $12,000, 


n is flatly taxed at 30 pet 


. I 
me. How 


Oreanizil 


owner 


In an individual proprietorship or partner- 
ship, the owner and his business are one so far 
as income and taxes are concerned By incor 
porating owner creates another entity with 
which, in effect, he splits his income This 
income-splitting feature underlies the entire 
question of changing business form and empha 
sizes the desirability of considering not merely 
partnership or corporation, but also the possi- 
bility of splitting veral 
using combinations of partnerships and corpo 
rations, or forming a family partnership. The 
goa of work t the balance 
which, in terms of the ea ng f the business 
ind the income bracket owner, wil 
the lowest total tax in enlightening tax 
comparison of corporations and partnerships 


> 1 


into se corporations 


course is to 


vield 


i 
see Ray and Hammond Cc oration or Part 


nership Tax Considerations,”’ 


(1958) 


6 TAXES 


For some concrete examples 
corporations generally see 
Should a Sole Proprietor 

Save Income Taxes 35 
See also, Kahn Incorporating the Go 

How to Find the Method with the 
Cost 6 Journal of Taxation 72 


pertaining to 
Garcia ‘When 
Incorporate His Busi 
ness to 35 TAXES lif 
(1957) 
ing Business 
Least Tax 

(1957) 

‘See separate 
523 Generally to 
tarwise over the sole proprietorship or partner 
ship, the corporation must either pay out most 
of its income in salaries or else have a net in 
come which would, if operated as a sole pro- 
prietorship or partnership, place the individual 
taxpayers in a higher than 30 per cent bracket 
but still be less than $25,000. Doing business as 
a corporation will not save taxes for a married 
man whose taxable income is less than $16,000 
or for a single person with income of less than 
$8,000, or a head of household with less than 
$10,000. While some tax saving is theoretically 
possible at any income level higher than the 
above, practical considerations will make it in 
corporate form solely for 
tax reasons unless the income level is reason 
ably above these breaking points 

1954 Code Sees. 351, ‘ 

See Hart, Embree, and Maer, article cited 
at footnote 25. See also, Pennell, article cited 
it footnote 17, where the writer states at p. 928 

‘If the corporation is formed with nonde 
preciable assets, land, that have sub 
Stantially appreciated in value but which will 


discussion of salaries, at p 


come out ahead income 


advisable to use a 


such as 


Family Agricultural Business 


where 
benefit 
could 


tal 


reatmel! 


be indefinitely retained in the there is 
no advantage to be gained by increasing the 
basis to the corporation. There will be no de- 
preciation deduction, and the kelihood of sale 
it a gain is remote. In that situation, the tax- 
free incorporation is to be sought to avoid the 
payment of an unnecessary tax 
upon an unrealized paper profit 


Since a 


business, 


based solely 
corporation is a entity 
dends or salary received from corporation 
ne of the characteristi the income 
which they are paid corporation 
fect of converting all types of 
fully taxable distributed 
idends or salary Thu tax-exempt 
partially tax-exem] income and 
rains and losses all become fully 
ncome when disbursed, regardless of 
they would otherwise have been tax 
in whole or in rt 
arly applicable to farmers and ranchers 
breeding herd stock 
On other hand 
torship 
teristics by 


separate 


income 


income 


taxable 


partnership or individual 


ncome does not lose any of its 
y going through the business 
ncome included in the return of the part- 

ner is identical with that received by the part 
nership If the partnership realizes a capita 
gain, the partner's share of that gain is 
considered a capital gain If certain 
ceived by the partnership 
partner need pay no tax on h 

Thus where a 
imount of exempt income 
which must be distributed ic] 
sale of breeding stock, the tax price of oper 
iting as a corporation may be very high. How 
ever, this needn't be too serious a problem if 
recognized in time When incorporating a 
property produces tax-exempt 
income or capital gains can be kept out of the 
corporation and retained in the hands of the 
ndividuals, although personal holding company 
problems should be checked 

On the other hand, it is possible for a corpo 
to convert potential ordinary income into 
capital gain This can sometimes be accom 
plished where an individual owns property 
which has appreciated in value Taking the 
an example, suppose an individual has 
animals and other inventory items which have 
appreciated in value. If the entire 
sold, the gain attributable to the 
(Continued on following page) 
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business 


business which 


ration 


farm as 


ubstant 


subs 


business 





poration, inasmuch as corporate long-term 
capital gains are taxed flatly at 25 per cent, 
whereas 50 per cent of individual long-term 
capital gains are included in taxable income 
and taxed at ordinary rates up to 25 per cent 


of the gain.” 


Another tax advantage to the individual 


is the capital loss offset of ordinary income 
up to $1,000 allowed to him but not to the 
corporation Generally, however, the same 
tax planning that ranchers and farmers now 
such 
of the 


0 
tions, 


as laying in supplies at the end 
available to 


may be ad 


use, 
year, is also 


and for 


corpora 
this reason it 
visable to keep agricultural corporations on 


a cash basis 


If the stockholders plan to dispose of the 
corporation in the future, part, all, or more 
than all of tl 


t 
can be lost. This results because upon liqut 


tax savings in the past years 


dation, the income that has been reasonably 
accumulated by the corporation will be 
turned back to the individual and 

even, perhaps, at the favorable capital gains 


However, if a 


taxed 


tax rate stockholder dies 


before liquidation or sale, the basis of his 
(Footnote 37 continued) 
inventory will be taxed as ordinary income 
However, if the owner incorporates the business 
and sells the stock after holding it for six 
months, the gain can be converted into a long- 
term capital gain The collapsible corporation 
provision presents a pitfall here (1954 Code Sec 
341). If 70 per cent or more of the gain on the 
sale of the corporate stock is attributable to the 
inventory or to property manufactured con 
structed or produced, the gain will be treated 
is ordinary income This can be avoided by 
transferring appreciated 
corporation 

If a business is operated as a 
the profit attributable to the 
ventory is taxed as ordinary 
partnership interest is sold 

* 1954 Code Sec. 1201 

* 1954 Code Sec. 1211 

Capital losses of 
to offset any 
holder may 


other assets to the 
partnership 
appreciated in 
income if the 


i corporation cannot be used 

capital gains which the stock 
have 10r can they be used to 
offset other income of the corporation On 
the other hand, capital losses of a partnership 
become the capital losses of the partner and 
may be used by the partner to offset any per 
sonal capital gains In addition, the capital 
losses can be used, at least to the extent of 
$1,000 a year, to offset other income of the 
partner 

' 1954 Code Sec. 446(c)(1) 

“If the corporation does not intend to con 
tinue beyond the major stockholder'’s death 
then, if the tax savings obtained by leaving 
income in a corporation are not larger than 
the additional tax cost of liquidating or selling 
the corporation, there is little to gain from a 
tax standpoint by incorporating If the corpo 
rate form is discarded because of a change in 
future conditions, the farmer who incorporated 
more than likely would stand to lose. 

"Even if an individual could divide his in 
come with his corporation in a way that would 
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stock will be increased to its tair market 
value at the date of his death, 
liquidation or sale 
death, 


there 


and upon a 
atter his 
would be no double tax 


immediately 
there 
would 
cannot be considered a double tax, 
would have to be 
form of the 
whether the 


Since 


be no gain The estate tax 


since it 


paid regardless of the 


business and regardless of 
deceased’s assets consisted of 

Accordingly, where there is 
that the farm corporation 
will be continued beyond the stockholder’s 
death, the gains tax on a sale ot 


liquidation can be eliminated from the 


stock or cash 


reason to believe 


capital 
com 


parison of corporate and unincorporated 


forms of doing business.’ 


Perhaps the tax aspect that receives thi 


most publicity is the one that involves the 


double taxation of dividends.” This may or 


may not be mi of a problem depending 


on the income the corporation.’ 


On the other hand, if an individual re 


throug! 


ceives dividends either directly or 


his partnership, they are fully taxable as 


irdinary mcome, ta ce receives 


ry oration 


ie same dividends, only 15 per cent 
vield the lowest total tax, it might still not be 
wise to incorporate Profits earned by a part 
nership or individual proprietorship are taxed 
only once—to the partners or owner Profits 
earned by a corporation are taxed first to 
the corporation Then, when the profits are 
distributed, the dividends are taxed to the 
stockholders The individual is allowed a $50 
exclusion and a 4 per cent credit against the 
tax on dividends received. The corporation gets 
no deduction for the dividends paid. The 
is that corporate profits cannot reach the 
holder without first taxed at 
rates 

“As an exampl 
business net 


result 
stock 
being corporate 
take a sole proprietor witt 
income of $20,000 As the pro 
prietor of an unincorporated business, he is a 
single person with two dependents, would have 
a total federal income tax of $5,800. However 
the tax would only be $4,768 if he were to form 
a corporation and draw a $12,000 salary The 
tax saving would be $1,032. However, it will 
not take very much in annual dividends to 
make this corporation a tax liability As can 
be seen from the table below, if a dividend of 
$2,000 were paid, the corporate form would still 
be advantageous (total tax of $5,496 as against 
the $5,800 tax due where the business is not 
incorporated), But, if as much as $4,000 is paid 
out in dividends, the corporation will be the 
more expensive form of doing business 


Dividends of 


Corporate tax on 
$8,000 income 
(after $12,000 
salary deduction) $2,400 
Stockholder’s per 
sonal tax on 
Salary plus 
dividends 2,368 3,096 


3,916 5,800 


Total tax $4,768 $5,496 $6.316 $8,200 
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and 
situation 
liquidati DI 
added t 


Saving ce 


Salaries 


Pete 
(two 
Jewel 


and 


the 

them ¢ 

on If tl 

other fa such as cap 
tax out of consideration, the corporat 
l the idvi form ( 


i most abl 
f course, that the total income of 


way be 


prietorship was hight boost 


payer 


enough to 
bracket) 


corporation has ¢ 
economical sal 
for a married 
(assuming he has other income 
his deductions and 
$25,000. The $25,000 
come by re 


ibove a 30 per cent 


For example, a 
The most 


standpoint 


irnings of 
iry from a 
stockholder 
which offsets 
exemptions) would — be 
decrease in corporate in 
the salary deduction saves 
taxes at a rate of 52 per cent, or $13,000. The 
tax to the owner on the $25,000 is only 230 
Any further increase in salary would t un- 
econom | since the tax saving in the corpora 
tion would be only 30 per cent, while the tax 
cost to the owner would be 43 per cent Like 
wise, anv decrease in salary below $25,000 would 


S50.000 


tan sole 


ison of 


$7 
re 


Family Agricultural Business 


he 
dividend 
stoc 
ind 
ng 


the 


sole 
ary 

is b 
lose 
contend 

stockhold 
partial si 
might be 


aiary 

on could lose 
salary found 
«kholder-officer 


taxable 


isonable ind 

viewed as having 

Suppose a farm corporation its 

kholder-officer-employee a $20 sal- 
the examining agent disallows $5,000 
unreasonable corporation will 

$5.000 deduction, and the agent will 
the amount should be taxed to the 
er-officer-employee as a dividend A 
ifeguard against this double penalty 
to provide that salary payments are 
(Continued on following page) 
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received a 
pays 
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The 





Miscellaneous 


There are some costs to incorporating, 
but generally these are nominal and have 
little bearing on whether or not a 
proprietorship or partnership should incor 
porate I ikewise, the 


ditional records is not 


sole 


keeping of any ad 


much of a problem 
\ distinct disadvantage to incorporating, 
situations, is the helpless position 1 
stockholders are left. Since 
fewer divi 
smaller 


In some 
1 
} 


which minority 


close corporations usually pay 
dends, there 


market for 


is a correspondingly 
stock. Thus, the mi 
older is sitting 


en might have 


minority 
stock! with pieces of 
had land 


rate should take this 


CONCLUSION 


important question that has 
1 termining whether or 
agricultural business 
individual pre 
perpetuate the 


} 
im tie 


affirmative 
of agricultural busi 
would have advantages 
the salary 


family can 


REDUCE TAXES NOW 


“The tax reductions of 1954, insofar 


Ided to tl alter-tax incom 
consumers, 

did con 

1953-54 

tion were now 


recessiol vets 


s receiving tax reduc 


even less ‘ nfident’, 
! 


disposed athe 


i 
1 , 
Phe argument that 


(Footnote 49 continued) 
made on condition that any amount treated as 
unreasonable by the Treasury will be returned 
to the corporation This will not prevent the 
salary from being taxed when received, How 
ever, when repayment is made, the employes 
would get a deduction for the repayment 
Additional security taxes: withhold 
ing procedures franchise taxes and other 
innual fees and reports are usually required 
The owner of stock in a corporation is 
even more distantly removed from his pro-rata 
share of the underlying assets owned by the 
corporation, and often a stockholder has less 
voice in the management of the corporation 
than does a partner in a partnership. In both 
purchaser runs the danger of having 
his investment locked-in because of the lack of 
marketability of interests in closely held part 
nerships and corporations."’ (Hart, Embree and 
Maer, article cited at footnote 25, at p. 9.) 
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draw reasonable salaries and to what ex- 
tent, and what other methods are available 
for paying nonworking members 

who are leay 
there are not many advan 
their father’s agricultural 
business incorporated. But if the 


of the 


Where there are children 
ing the farm, 
tages in having 
majority 
then 


will be in the business, 


definitely has 


family 


incorporation its advantages 


As with other types of business arrange 
considerations, but 
worked out 
Situation 


ments, there are tax 
Satis 
where 


these can generally be 
factorily, especially if the 
the majority of the 


prevails, or if 


family is in the business 


certain of the 


in the 30 p it or higher 


operators are 
brackets, and 
concern to the 


if estate planning is of any 


farm family 


Chere is a trend toward larger farm units 
] 


ind expansion into other ag ricultural an¢ 


1 


nonagricultural businesses that can be 


he same farmland 


effective busi 
is advisable 
t be det 
ts, probably 


of business 


[The End] 


mo 
unemployed 1s 
by th 
employment 
“An immed 
billion 


se ¢ mpl 


Progress 


However, where profits small that 
they can provide only a reasonable compensa 
tion to stockholder-employees, or just 
other expenses to stockholders, the corporat 
form gives the owners the legal advantages of 
a corporation without their incurring any of 
the federal tax disadvantages or obtaining any 
tax advantages The corporation pays no in 
come tax since all the profits are used to pay 
stockholder - employees The stockholder - em 
ployees pay tax on the entire income of the 
corporation which is distributed as salary or 
expenses 

Partnerships or individual businesses present 
no problem of profit withdrawal In the divi 
sion of partnership income, a partner may be 
allowed a “‘salary,’’ interest on capital or a 
bonus: but regardless of the name. the entire 
amount credited to the partner is treated as 
merely a share of the income 


are so 


cover 
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Taxation Is Different 
By ROBERT N. MILLER, Attorney, Washington, D. C. 


This intriguing title refers to the impossibility of using the same regulatory 
procedures in the business field and in the tax field. 

Mr. Miller discusses a proposed Federal Code of Administrative Procedure 
which, by inadvertence, may apply to established procedures 

in tax law that do not need to be changed and should not be changed. 
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proposed 
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originates 
affect the 
ot 


mmimittees 


assignees 


would 


er part its organization, 


botl groups 1s to be secured 


he details which support the 


tatements are outlined below 


Vast Impingement of Revenue System; 
Hearings Now Allowed 


( oce ITN Pose 


Revenue | 


iF the 


lion tax 


1957, 
were hled 
68 million 


fiscal vear 


returns 


' 


ie rably more than 


taxpavers liable for 


More tl 


returns were 


mcome 


taxes an 2,600,000 


an 


bie cti 
beer 
experience lt 
of lability 


taxes, } Caftl 


granted 
redetermina 
to amounts 


taxes asserted 


either 


No comparable 
redeterminations 


tf any of the 


isturbance of settled proce 


ho h 


procedure s, 


to taxpayers w ave 
present 
ad 


with tax 


those 


dealing 
he 


tf internal 


limited to 


revenue admin 
seem to need improvement 
nutes as to the new procedure s, 


pro 


tax 


such 
to 
be 


wt any new 
existing 


made 


relation 
to 


VISIONS, 


ocedures, also vers 


] 


clear, 


is whether or 
dealer de 
the taxpayer 


the 
the 
material 


For example, if 
not a taxpayer, on 
tails not deemed 
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question 
facts, is a 
by 


July, 


Effect of Proposed Code 
on Existing Tax Procedures 


proposed ¢ show thi 


Does the once 


problems of tax administration—or 
effects of unnecessarily changing the 


tax procedures—have been considered 


clearly show whi 


cceaures 


the provisions 
tax pre 


lo seek answers to these 


is to 


present 


questions 


and pt 


leclaratory 


mpt 


terminate ontro to remove 


tainties as ability t 


t) ; 


oners oft 


anv rules 


disposing 


mrdet 


stitute agel 


revenue ] 


ich taxpayer 


IVE he requ 


ut knowing whetl 


incide with the al 


and >) the 


been omitted 


practical m respect 


diagrammatic or mon 


an actual one It 1 


government must promptly investi 


truth and completeness of the 


is Congress ready to authorize 


trons, 


personnel 


required 
] equ ed 


additi 


activity 


increase In Service 
it to deal 


auditing 


with these petitions, in 


tax returns an 


revenues 


more important to the 


the administrati 


taxes, 


Turning now to 


whole range of what ar 


t 
“controversies to whicl 


" 


tax 


filing might be claimes 


The 


ot 


about 
apply 


petitions 


following includes some t 


othicial actions on special 


witl 


type Ss 
which disag 
to f 


situations reterence to 


ing taxpayers might wish 


for “prompt” disposition 


t de 


and demand; 


statutory notices 


ot 90-day 
of notice 


issuance 


neciency; issuance 


assertion of penalties of various kinds; com 


putation of interest; orders to appear and 


so material to affect the 


by investigation 


as 


actually be 
if developed 


might 
result 
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reque sts 
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lecisions 
on requests to 

and methods; ent depends 

trom mcome ofr government 


n amounts shown 


reorganization 
in as originally filed by 


retionary powers I 
revenues depend very 
he taxpayer 
with 


under 


Sections 367, 351, 
market will of t 

oblems of dealing 
f a great mail 


se ofl 
ome depe nds on the c 


numbe I 


a vast 


Contrast Between Taxing 
and Regulating Functions 
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taxation 


in funda 


lative best not unc 
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vernment urpose 1s is subject, so far 
best accomplished by leaving well be made by 


the conduct Revenue Code 
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WASHINGTON TAX TALK 


Legislation pending before Congress; budget deficit forecast for 
1958 fiscal year; Service rules on Du Pont-GM stock distribution. 


The Congress 


Pending legislation. 
the log-jam t ta | 


May 6, 


1958, 


tirmen tl 
House and 
bills through their 
Ways and Mean 
act It re 
12695 to extend t 
rates to 
1, 1959, and H. R. 12084 
small bu } 


mmittee repor 


rtain excise tax 


oO grant tax relief to 
Senate Finar 
Senate H 


tended 


R 381, a bill 
benefits pine 


ise 


nactment 
7125. ¢] 


committee, 
and sent 
the floor 

trouble. In quick 

ited to kill the 3 per 
transportation tax and the 10 
tax. The amendments 

- a House-Senate conterence 


will 


hborh« " id of 


accepts the tax “wa it 

the government in the neig 
$700 millior 

Revenue receipts.— I h« 

Joint Committee on Inte 

tion there 

deficits of $3 lio in the 


ot the 
rnal Revenue Taxa 
will be budget 
current 1958 


staff report 
estimates 


in fiscal year 


budget 


villion 
estimated 


fiscal year, 
1959, due to a 
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decline in 
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receipts by 
vears, The 
$69.1 billic 
as compat! 
1957 


The Commissioner 
Du Pont- GM stock distribution. 


ommissioner dashed the hoy of Du 


pany stock! 


12-page ruling 
distribution of shat 
vould be 
He also 
Du Por 


quality 


taxable 


ruled thi 


would mn 
Du Pont under 
He also held the 

tax-free distributtor 


Section 346 « 


distributic 
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trust laws. Under Senator Frear’s bill, those 
who receive stock from Du Pont would be 
given the same tax treatment as under pres- 
with distri- 
butions to stockholders in public utilities and 


ent law respect to involuntary 


bank holding companies. Since all tax legis- 
| n must originate in the House of Repre- 
Senator Frear will probably try 
3962 tacked on to 
it House-passed tax bill which the Senate 
Finance Committee will prior to 
Senator Frear is a mem 


Finance Committee 


sentatives, 
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Among this month's reviews of books of interest to tax men 


BOOKS 


are Added Revenue Without Burden by Arthur S. Otis, The 


Income Tax Burden on Stockholders by Daniel M. Holland and 
The Anatomy of a Constitutional Law Case by Alan F. Westin. 


Henry George Revisited 


Arthur S$ 
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the gulf. We that most, if 

of the added value to these I 
out the expenditure of any money for 


What, then, did 


answer many 


( bringing these 


ligh prices were unimproved; 


they were original weed 


and scrub trees, retaining walls 
even a path 
may say 
came 
provements by the 


owners 


cause the added value? 


two important sources of thi 
first and most funda 
increase in value 


am | he re are 
added value The 
mental cause of the 
the building of the 


was 
wide, paved highway te 
together 


and 


replace the old, narrow, rough one, 
with the building of the 
bridge. These improvements made the lots 
valuable because of the ease and 


We are warranted 


causeway 


lar more 
convenience ot access 


in saying this because of t 
that before the improvements 
people just would not pay high prices for 
the lots, in spite ot the beauty ot the beac h, 


he improvements were made 


e simple fact 


made 


were 


whereas, after 


they would 


“The 
value 


added 


of population of this 


second important source of 


growth 


was the 


section of the island,” 


taxation ot 
land 


Paying taxes 


According to the author, the 
rental 
no hardship to anyone 
on this 


free gift of the community to each landowner 


increases in value of would 
cause 
reduction in a 


basis amounts to a 


Tax on Stockholders 


The Income Tax 
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framework of directed change. ‘They poim#l 
out that their book is only a starting point 
and that much work has yet to be done in 
the field; but Effecting Change in 
Large Organizations remains a timely, clear 
and well-written contribution to 
ment understanding 


even so, 


manage 


The Steel Seizure 
The Anatomy | 
Alan F. Westin 
60 Fifth Avenue, 
1958. 183 pages 


a Constitutional Law Case 
Che Macmillan Company, 
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chapter is that discussing the Supreme 
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The book is interesting as a history, as a 
text and as informative reading. 


Che author is assistant professor of gov 
ernment at Cornell University 


The author's humor prompted 
him to entitle the last chapter “Mr. Justice 
Truman Dissenting” and to fashion this 
chapter from the former President’s memoirs 


sense ot 


For the Other Part 
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Crime and Insanity. Edited by Richard 
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taxes or to 


finance his 
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Conclusion 
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can take the position that they are not tax 
able on increases to their “reserve accounts” 
until the amounts credited are actually made 
available to them in with the 
dealer’s agreement with the financing insti 
tution.” In the event the dealer has paid 
tax on such credits, he should protect his 
position by filing claims for refunds 


accordance 


If the 
ora 


Court 
Revenue Ser- 
that the 
establishes 
Court and the 
and to such 
individuals we can only repeat the words of 
Nathaniel Hawthorne: “This, too, 
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Internal 
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that the position of the 
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much solace 
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erroneous, 
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There is no way of predicting the future 
with absolute certainty, but with this mat- 
ter decided in favor of the taxpayer in the 
Third, Fourth, Fifth and Eighth Circuits, 
and with appeals pending in the Sixth, 
Seventh and Ninth Circuits, we believe it 
fair to say that every indication 
that the position of the taxpayers on this 
issue will be upheld. [The End] 
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tarily elected to report these reserves in the 
year credited. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. This month we include two speeches from a recent conference. 


Industry Critical of Uniform Act 
for Dividing Income 
Between States, Survey Shows 


tax exec 
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What we need in this country is not 

the 5-cent cigar a former 

Vice President used to mention, or a 
new brand of tranquilizers, but an 
intellectual renaissance.—John S. 
Knight, publisher of Knight newspapers. 
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To cut back on our foreign economic 
aid now just because we 

are having a recession here at home 
would be exactly the wrong policy. 
—John Cowles, president of 

the Minneapolis Star and Tribune. 
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the cost of nominating and 
electing all public officials in 1952 
was approximately $140 million. 

the comparable figure for 1956 
will approach $200 million. 
—Professor Richard F. Schier of 
Franklin and Marshall College. 
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“When did you first experience the 
tendency to be happy paying income tax ?” 
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sidered sales or services. In some indus 
the cost-of-performance measure of the 


activity is difficult to determine for a proper 


allocation. Some preter that these receipts 
be included in regular sales under Section 
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] 
1 


ably be rejected However, it has served as 


a useful basis for co-ordinating the thinking 
s field 


and inherent in pre 


of industry in thi Progress has been 


made, gress is improve 


ment 


[ am happy to that the Controllers 
Institute of 


rl 
| 
i 


Stat 

America has engaged in a study 
and apportionment for 

vears. It has studied the proposed act, and 

its National Committee on State and Local 

laxation has suggested basic changes. I an 

a draft, 


May 19, 1958, comparing the 
t] lational ¢ 


t allocation many 


aching a copy ol 


+t 


rele ast d 
final draft of 
Commissioners 


their 


onterence otf 


Laws with their version 


with everything in the 
draft. I doubt if 

toto. But I do want to 

as believing that 


ptable to 


ple 


any 


this versio 
industry and is one 


live with 


ther re 


signific which is 
iX base, 

cated and 

desired uniform 


business 


tax 


be accon 


Nevertheless 


tax administra 


Uniform Division of Income 
for Tax Purposes Act * 


TION 1. As used in this Act 


requires 
equire 


le and intangil 
management, 


nstitute 


the prin 
r busine 


taxpayer ts directed or managed 


c) fa 


comm 


mpensation’” means wage 


salaries, and other 


Ssions, any torm 
Matter italicized would be deleted from final 
draft of proposed act as approved by the uni 


form law commissioners 
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of remuneration paid or accrued to emplover 


1 personal services 


(d) (b) “Financial 


any 


organization Cal 


SaVINeS bank 


bank, 
[industrial 


company |, 


trust company, 


land bank, 
banke r. 


1 


: 


bank, ‘ 
savings and loan 


sate Osit 
private 
association, credit union [cooperative bank | 
investment company, or any type 


ance company 


¢) “Non-business 
ither than busines 
“D..&1 
Public 


which o 


f) (ec) 
ness entity 
lic use any plant, e 
license 


chise, or 


communicat! 


persons, o1 rroductior 


mission, sal leli Vy. oT 


furl 


tricity vater, stean ) tl produ 


subject to federal or state regulation. | 


Note | h state 


may wish te 


(d) 
f the taxpaver 


3 11 
nh) (e) 
"nited St; 


mn 


mie 
botl \ 
than income from an acti\ 


rganization or public 


vithin 


ing of purely | 


vidual, shall 


such income 


SECTION 


nd app rfionme 


wr does not 


SECTION 4. 3. 


tangible 
and 


Rents and rovalt from 
real o1 personal 


losses, 


property, capital 


gains interest, dividends, ot 


Boldface type indicates new matter added 


[Brackets] indicate matter which may need 
different treatment by the several states 
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patent or 
that they constitute non-business in 
be allocated as 


through 8 7 of 


copyright royalties, to the extent 
me, shall 
5 4 


provided in 
this Act 


sections 


SECTION 5. 4 (a) Net rents and royal 
ties from real property located in this state 


are allocable to this state 


(b) Net rents and royalties from tangible 


1 


sonal property are allocable to this state 


he extent that the property 


fax pave 


fate and tine 


a) Capital gains 


the sale or exchange 


ate nm thi stat y 


(b) ( ap tal 


walls 


the sale or exchange 


11 


(c) Capita and 
the sale or exchange of 


locable to 


gains 


onert, ' ] 
property are al 
, 


ve pmercial dom in this state 


property is primarily managed by the owner 
in this state, but if the place of management 
cannot be established, then if the chief ad- 
ministrative office is in this state. 


SECTION 7. 6. Interest derived from 
investments and dividends derived from 
other than subsidiaries which are fifty per- 
cent or more owned are allocable to this 
state if the taxpayer's commercial domicile ts 
in this state. property is primarily managed 
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by the owner in this state, but if the place 
of management cannot be established, then 
if the chief administrative office is in this 
state. 


SECTION 8. 7. (a) Patent and copy 


right royalties are all 


cable to this state 


if the property is primarily managed by the 
owner in this state, but if the place of man- 
agement cannot be established, then if the 
chief administrative office is in this state. 


f 


the rion? 
he patent or 
F 


7 


SECTION 9. 8& All busy ncome ex- 
cept that allocated under Sections 4 through 
. age 


and excluded under Section 6 shal! be ay 


ator of which is three reduced by the 
number of factors, if any, having no de- 
nominator, that is no applicable fraction. 
TION 10. 9. The property factor is 


+} 


SE¢ 
| I 1ii¢ 1 at I I \ | I s ( 
at the taxpayer’s original 


e é 


minator of Whic! S the avera 


at the taxpayer's original cost, 
4 } 


nal 


taxpayers real and tang ble 


erty owned or rent 


tax period 


ECTION 11 


valued at 





Net annua 
paid by 


} 
rental rate re 


times the net annual rental rate 


rental rate ts the annual rental rate 
the ‘payer less any annual 


ym sub-rentals 


ved by the taxpayer fr 


SECTION 12. 10. The 


property shall be 


average value of 
determined by 
beginning and ending ot 
the tax period but the taxpayer may use or 


the [tax administrator] may require the 


averaging 
the values at the 


nthiy values during the tax 
reflect 


taxpayer's 


averaging Ot mM 
pe riod f 


properly the average 


required to 
of the 


reasonably 
value 
property 


SECTION 13. 11. The 
traction, the 
total 


during the 


payroll factor 
numerator of which is. the 


or accrued in this state 
tax period by the 


amount paid 
taxpayer for 
d the denominator of which 
mpensation paid or accrued 
everywhere during the tax period 


compensation, an 


is the total ce 


SE¢ 


TION 14. 12. 
or accrued in 


Compensati 


this s 


operator 
operations, the 
is directed or 


(72) the 


con 

base 
which 

me part of the service 


individual’s residence 


SE¢ 


TION 15. 13. The 


numerator! 


tacto 


of which is the 


sales 
tota 
taxpaver in this state during 
od, and the 


denominator of 
sales of the taxpavel 


re during the tax period 


SECTION 16. 14. 


sonal property are 


of tangible per 
in this state 

(a) the property is delivered or shipped 
other than the United States 
government, within this state regardless of 


the f. 0. b ) i 


to a purchaser, 


or other conditions of the 


sale; o1 


(b) the purchaser is the United States 
government, and the property is originally 
shipped from this state. 
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(b) the property ts shipped from an office 
store, factory, or other place of 
storage in this state and (1) the purchaser t 
the United States g (2) the tax 
payer is not of the pur 
chaser 


warehouse, 


vernment or 


taxable m the state 


SECTION 177. 15. Sales, other than sales 
of tangible personal property, are in this 


state if and to the extent that 


(a) the income-producing activity is 
formed in this state, or. 

(b) the income producing activity) 
formed both in and outside this state a 
greater proportion of the wmcome producing 
activity ts performed in this state than in any 


ther state, based on costs of 


SECTION 178. 16. If the 
apportionment provisions of this Act do not 
fairly repr 
business activity in this state, upon petition 
of the taxpayer may petition for or the [tax 
permit, in re 
any part of the 


performance 


allocation and 


esent the extent of the taxpayer's 


administrator | 


spect to all o 


may require 
; ’ 
axpaye! 


business activity, if reasonable 


(a) separate accounting; or 


ryer's business activity m this stat 
(d) (b) the employment of 
method t 


» effectuate an equitable 


and apportionment 


SECTION 19. 17, This Act shall 


to effectuate its 


of the taxpayer s in 


mstrue d aS 


ose to make unttorm the 


ates which enact it 

SECTION 20. 18. This Act may be 
as the Uniform Division of Income 
Purposes Act 

SECTION 21. 19. 


xt acts are 


cited 
for Tax 


here by 


following 


repealed 


SECTION 22. 20. This 


ettect 


Enforcing the Income Tax 
on Nonresidents, New York Style 


The problem of enforcing its income tax 
which 
states levying an 
nearly 215,000 nonresi 


livelihood in New York 


against nonresidents is one beleaguers 


administrators of 
With 


dents earning their 


the tax 


income tax 
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problem was 


inual meeting 
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\ a held 


audit staff of the income tax bureau, when 


making field at 


method of enforcement, the 
dits of business returns, has 
“Certifi 
discover if the em 


check for a file of 


imstructions to 


f Residence” to 


with the law regarding 


is a nonresident, the 
used by the 
is called the 
Source.” The reverse 
the “Certificate of 
laim 10 


the employee de 


is to be 


“Re port 


Personal Ex 

torm 
e and certifies to the 
‘is entitled 


torm 

1.1 
nevertheless, 
employee as 
$1,000 


reporting 
recognize } he 

, 
singie, 


an individual 10 is 


may know the employee to 


dependents. On the 


made from each 
low tax rates of 


may withhold 


hheld 
refund 1s 
and the 


paver 


hholding agent 


er renders a 
Intormation report 
iresident 

report shows 
withholding 
nonresident with 
idulent in-state ad 


turn, 


fraud is 
rsonal contact 
employer is traced 
certificate ot 


residens 


Under the Ne r Ww, thile a 


agent is liabl = al to 


with 
with 
mreside nt 


the ne 


emplovee may file 
t 


July, 


1958 @ 


his own return and pay his tax. The amount 


of such tax may not again be collected from 


the withholding agent If the employee 
it he 


bureau 


files and |} fails 
takes first 
the withholding agen amount 


does not file, o1 
to pay, the 
against 


of the tax plus penalties 


One ot the 
New York 


spect to nonresidents is the 


employers ot the State 


not withhold i 


federal 


which doe s 


‘ the 
not permitted 
tax unless the 


withholding 


Hitherto, | 


enforcement 


ment. By act of Congress 
paymasters are 


the state 


have 
with 
entorcement in 


spoken 


respect to 


principally 

salarie s The 
respect to business type re 
turns ts about the same for nonresidents as 
for residents \ 


the state and 


business is located 
returns are requires 
whether 


the owners, resident or 


dent 


\ business, th a single 


propt 
a partne having 
business both withi wit! 
only on ¢ 
state li 


Sfp “ithe 
pecine 


is required to pay 
sources within the 
be attributed to a 
allocation of 


earnings may 


basis of three factors (1) 
equipme! 


Phe 


and revenu¢c 


] 


a desk audit 


by a field audit 


Is received, a 
The folder of the 


; 
ords 


warrant is 
taxpayer and 


available are scanned for property « 


state. Garnisl 
New York 
firm if the delinquent is working 
firm 


ment 


employment within the 
| 


may be served on the fice of a 


n another state 


The filing of a 
affect the 
quently property 1s found in t 
bankruptcies 
review of the record in 


credit the tax] 
1 
rie 


cases ot outside 


later vea nay 


indicate that individuals are employed withir 


the state or have a business or property 


} 


therein. Garnishment or warrant procedure 


is then instituted, as bankruptcy does not 


extinguish the obligation of state taxes 
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Four New CCH Books on 


al 


Estate Taxes ... Estate Planning 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave. 
Chicago 46, Ill. 


, ¢-},] ’ teonnt 


$2.00 a copy. 


clet t 


ges. Price, 


\\ t ‘ a | 


Price, $1.50 a copy. 
@ All Dependable—All Commerce Clearing House Publications ¢ 


Signature & Title 


You can't reach for better desk-helps when a fast answer to an estate tax problem or a 
Firm a qu.ck idea on estate planning is needed. To get your copies promptly, just fill in and 
mail the handy tear-off Order Card. We'll do the rest. 


Attention 
CCH PropucTs. COMPANY 


BOOKS BY MAIL 


Street Address 


4025 W. PETERSON AVE CHICAGO 46. ILL 
City, Zone & State 


lerin 





